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The January issue begins volume 
twenty-five ; as we have had one volume 
for each year, we can celebrate a silv er 
anniversary next month. * ° . 


Our silver anniversary number will 
stress the new developments in the state 
tax field, with such tax experts as I. H. 
Krekstein, former Deputy Secretary of 
Revenue and Director of the Bureau 
of Corporation Taxes of Pennsylvania, 
and Morris Liebman, CPA, of Camden, 
New Jersey contributing. *** 


In the federal tax field, Mr. Frank C. 

Olive, the chairman of the Committee 

on Bankruptcy of the Section of Cor- 

poration, Banking and Mercantile Law, 

American Bar Association, covers “Taxes 

in Bankruptcy Proceedings.” * * * * yy 
Mr. Alvin Randall Cowan sheds a 


te: a Washington Editor 
great amount of light on the subject of Lyman L. Long 


“Tax Aspects of the Sale or Exchange Advisory Editor 
of Contracts,” in his article by that title. George T. Altman 
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LETTERS 


Income Tax Problems of Actors 


Sir: 

I have just read the October article by 
Mr. Smith entitled “Some Income Tax 
Problems of Actors.” In the last paragraph 
there is a statement which, I believe, might 
give an erroneous impression. 

Mr. Smith’s article states that where an 
American actor taxpayer remains in Eng- 
land no longer than 183 days in a particular 
year, the income derived from services per- 
formed there during that period is exempt 
from taxation under the English income tax 
statutes. However, Article 11, which relates 
to compensation for personal services, only 
applies where the “services are performed 
for or on behalf of a person resident in the 
United States.” Thus an actor or other 
individual who went to Eng] nd and per- 
formed services in the employ of an English 
company would not be entitled to the ex- 
emption even though his stay was less than 
the 183 days. In order for him to obtain 
the exemption, it would be necessary for 
his services to be performed for or on behalf 
of a person resident in the United States. 
The same situation prevails where a resi- 
dent of the United Kingdom performed 
services in the United States, for in such 
case the services must be performed for or 
on behalf of a person resident in the United 
Kingdom. 

Los ANGELES, CALIFORNIA 
ApRIAN A, KRAGEN 


The 721 Issue 
Sir: 
I have read the article “How Section 721 


Relief Affects Your 1946 Credit Carry- 
Back” by Mr. Paul Simon in the September 
issue of Taxes—The Tax Magazine and 
the comments thereon in the letter from 
Mr. Paul D. Seghers in the October issue. 
I have been interested in the question raised 
by Mr. Seghers for a long time and there- 
fore would like to submit some observations 
on the point discussed. 


Mr. Simon is of the opinion that, in de- 
termining the unused excess profits credit 
for 1946, the excess profits net income for 
that year should be determined after exclud- 
ing from gross income that portion of net 
abnormal income for 1946 attributable to 
years prior to 1946. Mr. Seghers disagrees. 
His letter states: 
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‘sion of net abnormal 


“Mr. Simon reasons that such reduction 
should be allowed in computing the unused 
excess profits credit for 1946 to the same 
extent as for any of the excess profits tax 
years. In this, he is correct—but, in my 
opinion, only because no such reduction is 
allowed for that purpose in any year.” 


I believe that they are both wrong—Mr, 
Simon in his opinion that exclusion of net 
abnormai income is proper in computing the 
carry-backs from 1946 and Mr. Seghers in 
his statement that no such deduction is al- 
lowed for that purpose in any year. The 
deduction would seem to be properly allow- 
able in any computation under Section 72] 
(c) (1); however, this section does nothing 
more than prescribe the method of making 
an alternative computation of excess profits 
tax for the current year and therefore it does 
not affect the amount of prior years’ taxes 
through carry-backs or otherwise. Since, 
for 1946, there is no excess profits tax for 
the current year, Section 721 (c) (1) is in- 
applicable. Mr. Simon is correct, however, 
insofar as he may be concerned with the 
computation of the tax for the current year 
for any year during which the excess profits 
tax was in effect and to which Section 721 
(c) (1) applied. Subject to these limita- 
tions, there is ample justification for his 
interpretation in Section 721 (c) (1). 

Note that the statute directs that the net 
abnormal income attributable to other years 
must be excluded from gross income of the 
current taxable year and included in gross 
income of such previous taxable years as 
may be affected. It seems quite obvious 
that there was no intention that the exclu- 
income attributable 
to other years shall be accomplished by 
application of the amount as a credit to 
normal tax net income or an additional de- 
duction in computing excess profits income 
The statute is careful to state that for ex- 
cess profits tax purposes it is to be com. 
pletely and finally eliminated from con- 
sideration in computing the current year’s 
income by exclusion from gross income. 

Now, “gross income” is not a term that 
is peculiar to Subchapter E of Chapter 2 
which imposes the excess profits tax. It is 
of interest in determining the excess profits 
tax only because it is a factor in determin- 
ing normal tax net income, which, under 
Section 771, serves as a base for computa 
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how The 80th Congress 
a While the executive and judicial depart- 
kin iments remain in the hands of the Democrats, 
nail an election gain of 155 seats in the House 
does ¢ “4 twelve in the Senate, has given Republi- 
taxes | Cams an incontestable advantage in the con- 
Sieik trol of the national purse strings. Robert 
i A. raft of Ohio and Harold Knutson of 
cig Minnesota, who will replace Walter F. 
1S IY I George of Georgia and Robert L. Doughton 
OVER ext us ; : : 
h thet °! Ni 1 th Carolina as the respective chairmen 
t year} °1 the Senate Finance and House Ways and 
a Means Committees, have declared that a 
by lrastic cut in taxation can be realized 
on 1" [through a corresponding cut in government 
limita- oem : ; 
. | spending. One Republican Representative, 
or his lohn Taber of New York (pictured below) 
ulvocates reducing the budget “without damag- 
the net f ing the efficiency of the government” by dis- 
r yeats § missing one million federal employees. The 
of the f widely publicized twenty per cent reduction 
1 gross} in individual income taxes was proposed 
ears Ff originally by Knutson, and has been en- 
obvious F Jorsed by Taft and Joseph W. Martin of 
» exclu: Massachusetts, the designated Speaker of 
butable § the House. 
hed by \ccording to Martin, the new tax bill will 
edit tO be first on the Republican legislative agenda 
nal de-Bivhen the Eightieth Congress convenes on 
income} january 3. As soon as the President de- 
1or €XBlivers his budget message, the bill will be 
€ COMP oushed through. The reduction probably 
m CMF will be retroactive to January 1, 1947, and 
it yeatsbapply to the entire calendar year. After 
me. iurther study, excise tax revision will follow 
rm thatfin a more extensive bill. 
apter 2} Taxes and spending are to be considered 
x. Itisftogether in a legislative budget drafted 
s profitsfjointly by the Senate Finance Committee, 
etermin-|the House Ways and Means Committee, and 
h, underfthe Appropriation Committees of both 
somputafiouses. The fiscal program stipulates 
4c cover] reduction of federal expenditures from 





$43,000,000,000 to $30,000,000,000 a 


Washington Tax Talk 


year. 























Taft, who is also chairman of the steering 
committee, recommended an even lower 
ceiling—$25,000,000,000. The Administra- 
tion, however, defies Republicans to recon- 
cile their plans for balancing the budget to 
their proposals for immediate and sizeable 
tax cuts. 

Members of the Administration are not 
the only skeptics. Maximum income, at the 
present high rate of taxation, has been vari- 
ously calculated at from $35,000,000,000 to 
$39,000,000,000. The official estimate of ex- 
penditures for the 1947 budget year (July, 
1946, to July, 1947) is $41,539,000,000, some 
$11,539,000,000 over the $30,000,000,000 
allowed in the Republican program. While 
cuts may be made in funds to war agencies 


would dismiss one million 
Acme 


Taber 








and general governmental expenses, certain 
other items—financial commitments to for- 
eign nations, interest and refunds, veterans’ 
benefits, and especially military and defense 
appropriations—will admit but a moderate 
reduction, if any at all. 


It is generally conceded that taxpayers 
may hope for some relief during 1947. 
Those who survey the facts realistically, 
however, cautiously predict a ten per cent 
cut in individual income taxes, plus slightly 
lower excise taxes, instead of the twenty per 
cent slash of which Republican leaders are 
confident. In view of the responsibilities im- 
posed by our activity in the world scene, 
the public can anticipate an era of high 
taxation. } 


~ 


Our Cover 


Eldon P. King, whose picture appears 
on our cover, was appointed Special Deputy 
Commissioner of Internal Revenue January 
2, 1934, by the late President Roosevelt. In 
domestic tax matters, his duties include 
supervision over offers in compromise un- 
der Section 3761 of the Internal Revenue 
Code and closing agreements under Sec- 
tion 3760 of the Code. 

In international tax matters, Mr. King 
conducted negotiations on behalf of the 
United States, resulting in bilateral tax 
treaties now in effect between the United 
States and Sweden, France, Canada, and the 
United Kingdom and those now pending 
with South Africa, the Netherlands, Bel- 
gium and Luxembourg. He has represented 
the Treasury before the United States Sen- 
ate Foreign Relations Committee in its con- 
sideration of tax treaties and was a member 
of a commission of three sent to England in 
1934 to study the British tax system. He 
later co-authored a book: “Summary of 
the British Tax System.” He was the 
Treasury’s representative in the bilateral tax 
negotiations in 1938, 1939, 1941 and 1943. 
He attended meetings of the Fiscal Com- 
mission, League of Nations, in Switzerland 
in 1936 and 1937 and in Mexico City in 1940 
and 1943. 


Mr. King joined the Bureau in October, 
1920, as a member of the office of the then 
Solicitor of Internal Revenue and has contin- 
ued in the revenue service since that time. 
From 1929 until his appointment as Special 
Deputy Commissioner he was head of the 
Review Division of the office of the General 
Counsel for the Bureau of Internal Revenue. 


A number of Washington officials play 
an important part in every tax treaty. And 
many men whose names will never be 
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known make possible the completed docu- 
ment which rests eventually in the National 
Archives of the United States. 


Every lithographer and every stenographer 
cannot be named; however, the men who 
play the most important roles, so far as 
can be learned, all are career men in their 
respective agencies. 


It is generally conceded, for instance, that 
William Vallie Whittington, Treaty Adviser, 
Treaty Branch, Division of Research and 
Publications, is the authority in regards to 
tax treaties in the Department of State. He 
learns of a prospective treaty as soon as 
anyone else—and spends as much time on 
it as any other official of the Department. 


Mr. Whittington recently returned from 
Europe, where he took part in the negotia- 
tions with Belgium, Luxembourg and the 
Netherlands. 





Whittington and King are probably the 
most important men in the actual framing 
of the tax treaties, from the American 
standpoint; but there are many others who 
play a vital part in the preparation, ratifi- 
cation and administration of any tax treaty. 

Among these are Charles I. Bevans, who 
is assistant to Mr. Whittington, and Peter 
J. Mitchell, a native of Ireland, who is in 
the Office of the Chief Counsel of the Bu- 
reau of Internal Revenue and works hand- 
in-glove with Mr. King. 

Not to be overlooked are such men as 
Colin F. Stam, Chief of Staff of the Con- 
gressional Joint Committee on Internal 
Revenue Taxation, who makes an intensive 
study of all tax treaties for the Congress 
and whose opinion weighs heavily with 
the Senators; Roy Blough, Director of the 
Division of Tax Research, Treasury Depart- 
ment; Stanley S. Surrey, Tax Legislative 
Counsel, Treasury Department; Henry §&. 
Bloch, Division of Tax Research, Treasury 
Department, and Cyril E. Heilman, Office 
of the Legislative Counsel, Treasury De 
partment. 

These men and countless others work 
unheralded on matters of vital importance 
to tax lawyers and taxpayers alike. Their 
goal is the lessening of the burden for the 
international taxpayer. 

Tax agreements are as old as_ borders 
of nations, but substantial credit should go 
to the late-lamented League of Nations, 
under whose aegis comprehensive studies 
as to the usefulness of double-tax treaties 
were undertaken and reports given to the 
United States (although this nation was 
not a member) and to other nations. Dur- | 

(Continuéd on page 1126) 
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ing the late ’twenties and early ’thirties, 
the idea germinated by the League began 
to bear fruit. The United States, because 
of the European background of many of its 
citizens and its growing industrial and com- 
mercial interest abroad, took the greatest 
interest in the idea of making tax treaties 
with other nations. 


The first such treaty on the part of Uncle 
Sam was with the Government of France. 
This treaty was signed at Paris on April 
27, 1932; ratifications were exchanged on 
April 9, 1935; it was proclaimed by the 
President on April 16, 1935; and it became 
effective January 1, 1936. 


The second such treaty was with Canada, 
and the third with Sweden. 


The nations with which the United States 
now has tax treaties, include Great Britain, 
Canada, France and Sweden. Negotiations 
are in the final stages with the Union 
of South Africa, and are going forward 
between representatives of the United States 
and the Governments of Belgium, Luxem- 
bourg and the Netherlands. In the winds 
are treaties with the Republic of the Philip- 
pines, Australia, Norway, and perhaps sev- 
eral Latin-American nations.’ Of the latter, 
nothing authoritative can be written, for 
the Washington men who engage in negoti- 
ations looking toward tax treaties with 
other nations are notoriously cautious about 
predicting things to come. 


Just a glance at copies of the tax treaties 
already signed between Uncle Sam and his 
close friends among the nations is proof that 
such documents are not penned hurriedly. 
A great deal of notice is given to interested 
citizens in nations which are involved in 
negotiations, and a great amount of technical 
skill is utilized in framing the documents. 
In addition, the Senate of the United States 
must consent to the ratification of all such 
agreements by a majority of at least two- 
thirds of the Senators present on the day the 
vote is taken. 


But the procedure which officials of inter- 
ested nations must follow to formulate a 
double-tax agreement and to make it bind- 
ing, is relatively simple—once it is under- 
stood. Here, in brief, is how a tax treaty 
is made: 


The principal steps in treaty making are 
exploratory conversations, negotiation, sign- 
ing and sealing of the treaty by duly em- 
powered representatives, transmission to the 
Senate, reference to a committee, action by 
the Senate, ratification by.the President, 
deposit of ratification, exchange of ratifi- 
cations, and proclamation by the President. 
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The President ts the central figure in 
treaty ratification. Article II, Section 2, 
of the Constitution states: “He shall have 
power, by and with the advice and consent 
of the Senate, to make treaties, provided 
two-thirds of the Senators present concur.” 
It is he who ratifies treaties. 

The Senate gives the President its advice 
and consent in the making of treaties. But 
approval by the Senate is not mandatory 
upon the Executive, and at every point in 
international negotiation his is the para- 
mount authority, with the one exception 
provided in the Constitution. 

Prior to consideration by the Senate and 
ratification by the President, the treaty is 
signed by governmental representatives or 
plenipotentiaries. Authority for signing on 
behalf of their respective governments is 
derived by the representatives from a “full 
power.” This is similar to a power of at- 
torney and is signed by the chief executive 
of the government. It empowers the person 
designated in the instrument “to negotiate, 
conclude, and sign the treaty.” 

Uncle Sam’s treaty-making machinery is 
set in motion by exploratory conversations 
with foreign governments through diplo- 
matic channels. At times we take the initi- 
ative and on other occasions foreign govern- 
ments first make their desires known to us. 

Normally, a communication from country 
A would be sent to the Office of Financial 
and Development Policy of the Department 
of State. When the subject matter involves 
double-taxation, negotiations of the treaty 
are carried on by a coordinated team of 
United States tax experts made up of a 
representative from each of the following 
agencies: Office of Financial and Develop- 
ment Policy and Treaty Branch, Office of 
the Legal Adviser, Department of State; 
Bureau of Internal Revenue; Division of 
Tax Research, Tax Legislative Counsel and 
Office of the Legislatvie Counsel, Treasury 
Department; and the Congressional Joint 
Committee on Internal Revenue Taxation. 

The participating nation sends a dele- 
gation of tax experts to Washington for 
preliminary discussions and study of the 
American tax system. This group exchanges 
views with our team of experts. After these 
preliminary negotiations are concluded, an 
American group is sent to the capital of 
country A to learn the why’s and where- 
fore’s of tax problems there, particularly 
where these impinge on American interests 
and individuals residing there. 

The preliminary drafts of treaties which 
have been devised by each nation are ex- 

(Continued on page 1220) 


December, 1946 @© TAX ES—The Tax Magazine 





¥ \ 
to 
tion t 
for tl 
mainte 
It is t 
for tl 
prope 
scram 
effort 
for in 
no ot 
well y 
readil 
for in 
alread 
additi 
and st 
is all 1 
tions 

and b 
Portfo 


B 


rPryn 


_ 
-~- 


6° hac k=, 








Ss or 
y on 
S$ iS 
“Full 
f at- 
itive 
rson 
iate, 


ry is 
tions 
liplo- 
initi- 
vern- 
O US. 
untry 
incial 
ment 
olves 
reaty 
m of 
of a 
ywing 
velop- 
ice of 
State; 
on of 
el and 
>asury 
Joint 
cation. 

dele- 
yn for 
of the 
hanges 
r these 
ed, an 
ital of 
where- 
cularly 


terests 


which 
are eX- 


e 1220) 


agazine 








DECEMBER, 1946. Vol. 24, 


ay) Gr reicr- Wan, ot - 


A COMMERCE CLEARING HOUSE PUBLICATION 


T WOULD BE a fine thing for investors 

to make (and keep) a New Year’s resolu- 
tion to set up adequate accounting records 
for their investments, and, when set up, to 
maintain them faithfully throughout the year. 
It is too late to do much about transactions 
for the year 1946 and investors who lack 
proper records will be involved in the usual 
scramble between now and March 15 in the 
effort to assemble all of the data required 
for income tax returns. Even if they serve 
no other purpose, accounting records are 
well worth-while in their function of making 
readily available the information necessary 
for income tax returns. Where a system is 
already in operation for other purposes, the 
addition of only ten general ledger accounts, 
and subsidiary records for larger investors, 
is all that is required to take care of transac- 
tions arising out of the ownership of stocks 
and bonds, even for a large and diversified 
portfolio. They are as follows: 


Asset Accounts 
Bonds—Control Account 
records where necessary) 
Stocks—Control Account 
Accrued Interest on Bonds 
Accrued Interest Purchased 


(Subsidiary 


Income Accounts 
Interest on Bonds 
Dividends 
Profits on Bonds Sold 
Profits on Stocks Sold 


Expense Accounts 
Losses on Bonds Sold 
Losses on Stocks Sold 


Investor’s Tax Records 


= PRS a 

Perhaps we should give some considera- 
tion in regard to the information that is 
likely to be required for income tax pur- 
poses. In this connection it is important to 
know what comprises the “cost” of securi- 
ties and “proceeds of sale,” the proper treat- 
ment of broker’s commission, federal stamp 
taxes, accrued interest purchased, etc. The 
length of time securities sold have been held 
is another important factor in the determina- 
tion of taxable income. Definite identifica- 
tion of securities sold has a direct bearing 
in connection with the computation of gain 
or loss. From the “income” point of view, 
it is necessary to know the amount of divi- 
dends received during the year and also the 
correct way to treat dividends which have 
been paid in any medium other than money, 
stock dividends and stock rights. As re- 
gards bonds, the amount of interest received 
must be determined and also the classifica- 
tion, i.e., tax exempt, fully taxable, etc. For 
taxpayers whose records are kept on the 
“accrual basis,” it is necessary to make the 
proper computations as regards bond in- 
terest income. The provisions governing 
capital gains and losses must be kept in 
mind at all times. Where securities have 
been acquired other than by purchase, proper 
determination of the “cost basis” is neces- 
sary in order to arrive at the amount of gain 
or loss when they are sold. The regulations 
governing the charging-off of worthless se- 
curities, must be complied with; otherwise, 
such deductions may be disallowed. 
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All of the foregoing have a definite con- 
nection with the accounting records. For 
instance, in order to set up the records cor- 
rectly in the first place, it is imperative that 
the proper “cost” of securities be determined; 
and if due consideration be given to the 
other factors mentioned during the course 
of recording the transactions for the year, 
when income tax time comes around, it is rea- 
sonable to expect that all of the required data 
will be readily available from such records. 

When securities are purchased, the broker’s 
commission must be included in the “cost” 
of such securities; and when securities are 
sold, the commission must be deducted from 
the selling price in determining “proceeds 
of sale.” 


Federal Stamp Tax 


A recent Treasury ruling provides that 
federal stamp taxes on securities are part of 
the selling cost, except in the case of dealers, 
who may treat them as “ordinary and nec- 
essary business expenses,” which are fully 
deductible from income. From the investor’s 
standpoint, it had previously been held that 
these taxes were “non-business expenses” 
for the production of income, and, as such, 
fully deductible from income. This was 
under the so-called “Higgins’ provisions” of 
the Internal Revenue Code. State transfer 
stamp taxes still appear to be deductible as 
taxes, and this will make it necessary for 
investors to segregate these tax items when 
preparing their income tax returns. 


The following example shows how “cost” 
of stock is determined. 


Example: 1,000 shares purchased at $25 
Commission $200. 
Ewoo shaves at $25. .......2.;. $25,000 
ADD—Commission 200 
COST OF STOCK $25,200 


The following example shows how “pro- 
ceeds of sale” is determined: 


Example: 1,000 shares sold at $25. Com- 
mission $200. Federal stamp tax $10. State 
transfer stamp tax $5. 


1,000 shares at $25 (selling price) 
DEDUCT—Commission $200 
Federal stamp tax 10 


—_—_ 


PROCEEDS OF SALE $24,790 


The state transfer stamp tax of $5 is not de- 
ducted from the selling price. It is debited 
to the expense account “taxes,” and is de- 
ductible in full for income tax purposes. 
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$25,000 


210 


When stocks are sold at a profit, only the 
“cost” of such stocks should be credited to 
the general ledger account “Stocks—Control 
Account,” the profit being credited to “Profits 
on Stocks Sold.” 


Example: 1,000 shares sold at $25. Com- 
mission $200. Cost of stock sold, $24,000. 


This transaction would be recorded on the 
books as follows: 


Dr. Cr. 
Cash $24,800 
Stocks—Control Account (cost). $24,000 
Profits on Stocks Sold. 800 


When stocks are sold at a loss, the gen- 
eral ledger account “Stocks—Control Ac- 
count” is credited with the proceeds of sale, 
and the loss debited to “Losses on Stocks 
Sold” by journal entry: 


Example: 1,000 shares sold at $25. Com- 
mission $200. Cost of stock sold, $26,000. 
This transaction would be recorded on the 


books as shown in the following combined 
entry: 


Dr. Cr. 
Cash $24,800 
Losses on Stocks Sold 1,200 
Stocks—Control Account (cost). $26,000 
Proceeds of sale.... $24,800 
Loss on sale 1,200 
$26,000 


Where shares of stock are sold from lots 
which were purchased on different dates or 
at different prices and the identity of the 
shares sold cannot be determined, income 
tax regulations require that the stock sold 
must be charged against the earliest pur- 
chases. In order to facilitate the identifica- 
tion of shares, it is a good plan to keep a 
record of stock certificate numbers, num- 
ber of shares, etc. Where subsidiary records 
are maintained, certificate numbers may be 
noted along with each entry of shares pur- 
chased. 


A separate sheet should be used for each 
stock; and if both preferred and common 
stocks of the same corporation are owned, 
separate sheets should be kept. The Con- 
trol Account for Stocks in the general ledger 
may be posted monthly from the cash rec- 
ords, and, after posting, the balance shown 
in this account should equal the aggregate 
balances of all the sheets in the subsidiary 
record. The following is a specimen sub- 
sidiary record sheet: 
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APEX CHEMICAL COMPANY 


Common stock. Par value $5.00 per share 


1946 


Cert.No. Ref. Dr. Cr. Balance 
May 4 Bought.... 500@4....... 478 dD. DB 2,025 2,025 
28 Bought.... 500@6....... 560 D.31 3,050 .... 5,075 
pec. 9 Setd...... SO0@Ss8....... 560 c. & 3,050 2,025 


NOTE:—If the 500 shares sold on December 9 were not identified as having 
been purchased on May 28 at 6, income tax regulations would require that the 
stock sold be regarded as having been purchased on May 4 at 4, involving an 


additional $1,000 profit. 
Dividends 


The total amount of dividends received 
during the year constitutes income and must 
be reported as such in the income tax re- 
turn. Income tax regulations provide that 
corporations paying dividends of $100 or 
more to any shareholder must report to the 
Commissioner the names, addresses and 
amounts paid in dividends during the year. 
The importance of keeping adequate records 
of dividends received is obvious. Where a 
dividend is paid wholly or in part, in any 
medium other than money, the property 
thus received must be included in gross in- 
come at its fair market value at the time it 
becomes income to the taxpayer. Dividends 
received should be credited to the income 
account “Dividends” in the general ledger. 
If desired, an analysis sheet for this account 
may be kept showing dividends received 
from the different corporations, month by 
month, throughout the year. : 


A distribution made by a corporation to 
its stockholders in its stock must be treated 
as a dividend to the full extent that it con- 
stitutes income to the stockholder. In gen- 
eral, a stock dividend constitutes income 
only if it has the effect of giving the stock- 
holder an interest different from that which 
his former stock holdings represented. In 
October, 1943, the New York Stock Ex- 
change issued to all corporations whose stock 
it lists, a statement of policy relating to 
stock dividends in which it quoted from a 
tesearch bulletin of the American Institute 
of Accountants, as follows: 


“An ordinary stock dividend is not in- 
come from the corporation to the recipient 
inany amount. Upon receipt of such a divi- 
dend, the cost of the shares previously held 
should be allocated equitably to such shares 
received as a stock dividend.” 

As an example, if a stockholder owns 500 
shares which cost $3,000, the value per share 
would be $6. If he receives a stock divi- 
dend of 100 shares, he will then own 600 
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shares. The cost still stands at $3,000, but 
the value per share is now $5. If he should 
sell the original 500 shares at $10 per share, 
he would realize a profit of $2,500, as follows: 


Sold: 500 shares at $10 per share... $5,000 
Cost: 500 shares at $ 5 per share 2,500 
PROFIT $2,500 


This would leave on the books (the stock 
dividend) 100 shares at $500, that is, 100 
shares at $5 per share. 


The Supreme Court has held that a mere 
difference in the character of the shares is- 
sued as dividends, from the character of the 
shares on which the dividends were declared, 
does not result in the receipt of income: 
there must be a change brought about by 
the stock dividends, so that the proportional 
interest of the stockholder, after the dis- 


tribution, is essentially different from his 
former interest. 


Stock Rights 


The issuance by a corporation to its stock- 
holders of rights to subscribe to its stock, 
does not necessarily give rise to taxable in- 
come as, for example, a shareholder might 
neither sell the rights nor subscribe to the 
new stock. In the event that rights are 
sold, however, there may be a gain or loss 
on the transaction. In order to determine 
the amount of such gain or loss it is neces- 
sary to establish a value for the rights at the 
time they are acquired. This is done by 
prorating the cost of the stock in respect of 
which the rights were acquired between the 
stock and the rights on the basis of the re- 
spective values at the time the rights were 
issued. The procedure is illustrated in the 
following example. 
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Example: 


A stockholder owns 1,000 shares costing $100,000, of $100 per share. 
receives 1,000 rights to subscribe to 1,000 additional shares at $95 per share. 


He 


Market value 


of stock when rights issued, $102, and rights, $3 each. 


Cost of original stock—1,000 shares at $100... 
Market value of stock when rights issued....... 


Market value of rights 


-... $100,000 
$102,000 
3,000 


$105,000 


Cost of OLD stock apportioned to stock: 102,000 


Cost of OLD stock apportioned to rights: 


If the rights are sold for $3 each 


Cost of OLD stock apportioned to rights 


Profit on sale of rights 


The adjusted cost of the OLD stock is $97,143. 

In the event that the rights are exercised 

and the new shares subscribed for, the cost 

of the NEW shares would be $97,857, as 

follows: 

Cost of OLD stock apportioned to 
Ot hags 54 27s ee 857 


Subscription to new shares—1,000 
at $95 95,000 


$97,857 


Bonds 


Where the portfolio of investments in- 
cludes bonds, it is important that the tax 
status as regards the interest be definitely 
determined. Interest on bonds may be: 


Interest on bonds issued by state or mu- 
nicipal governments is tax exempt. Bonds 
coming within this classification include those 
of water works, school district, sewage dis- 
posal, municipal improvements, etc. 


Interest on certain bonds issued by the 
federal government is entirely exempt from 
the normal tax; and the interest on $5,000 
principal amount of bonds is exempt from 
surtax. 


Corporation bonds are sometimes issued 
with the provision that the issuing corpora- 
tion will pay two per cent of the tax on the 
interest. 


All other bonds are fully taxable, including 
United States Savings Bonds, Series E, F, 
and G. As regards Series E and F bonds, 
which are “accumulation bonds”’—that is, 
they are issued at a discount—for income 
tax purposes the owners may elect to in- 
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105,000 


105,000 


of $100,000 $ 97,143 


3,000 
of $100,000 


$100,000 
. $3,000 
2,857 





clude as income each year the amount of 
the increment in value of their bonds in that 
year; or they may wait until the bonds ma- 
ture and report the total amount of the in- 
crement in value as income for such year. 


When bonds are purchased between in- 
terest dates, the interest that has accrued 
from the last prior coupon or interest date 
to the date of purchase, must be paid for, as 
the new owner will receive the full amount 
of the next coupons or interest. Accrued 
interest thus purchased must not be included 
in the “cost” of the bonds; it should be 
debited to “Accrued Interest Purchased.” 
When the next coupons or interest is re 
ceived, that portion which is applicable to 
the period up to the date of purchase of the 
bonds, should be credited to “Accrued In- 
terest Purchased”; the remainder should be 
credited to the income account “Interest on 
Bonds” as it relates to the period of owner- 
ship of the bonds. 


Where the bond portfolio is extensive, i! 
is recommended that an analysis of bond 
interest received during the year be kept; this 
is more important as regards “tax-exempt” 
interest, as it is probable that sooner or 
later the revenue authorities will call upon 
the taxpayer for a list of bonds on which 
it is claimed that the interest is tax exempt. 
In the event that bonds are inadvertentl) 
included in this category on which the in- 
terest is, for example, fully taxable, a de 
ficiency tax will be assessed, plus interest 
While the amount of money involved may 
not, perhaps, be large, a certain amount of 
inconvenience will result from the incorrect 
classification of the interest. 
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Subsidiary Records for Bonds 


Where subsidiary records are maintained, 
it is suggested that a separate sheet be used 
for bonds of each unit of issue and also for 
bonds of the same unit, but with different 
interest rates or maturity dates, etc. For 
example, separate sheets would be kept for 
the following bonds: 


United States Treasury bonds: 
14%, due 3/15/49 
114%, due 3/15/50 
14%, due 3/15/49 
114%, due 3/15/50 


Bond denominations and numbers may be 
noted on the subsidiary record sheets if de- 
sired, or the “confirmations” received from 
brokers, which usually show bond numbers 
and denominations, may be used for this 
purpose. If transactions are numerous, con- 
firmations may be kept in separate envelopes 
or files—one for each issue. 


Sale of Bonds 


When bonds are sold at a profit, only the 
“cost” should be credited to the general 
ledger account “Bonds—Control Account,” 
the profit being credited to “Profits on Bonds 
Sold.” When bonds are sold at a loss, the 
ledger account “Bonds—Control 
\ccount” is credited with the proceeds of 
sale, and the loss taken into the records by 
journal entry. The following entry would 
be made to record the purchase of $100,000 
five per cent bonds at 105, plus accrued in- 
terest for three months, $1,250: 


general 


Dr. Cr. 
Bonds—Control Account. . $105,000 
Accrued Interest Purchased 1,250 
Cash . $106,250 


The following entry would record the re- 
ceipt of semi-annual coupons next collected 
after purchase of the bonds, $2,500: 


Dr. Cr. 
Cash $2,500 
Accrued Interest Purchased , » SE250 
Interest on Bonds (income) 1,250 


The following entry would record the sale 
of the above bonds at 108, plus accrued in- 
terest for three months, $1,250. Commis- 
sion $350. Federal stamp tax $50. 
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Dr. Cr. 
Cash $108,850 
Bonds — Control Ac- 
count (cost). ...... 2.00... SIO 
Profits on Bonds Sold 2,600 
Interest on Bonds (in- 
come) 1,250 


If the bonds had been sold at 103, the 
following entry would record the transac- 
tion: 


Dr. Cr. 
Cash $103,850 
Losses on Bonds Sold 2,400 
Bonds — Control Ac- 
count (cost). ......<.. $105,000 
Interest on Bonds (in- 
come) 1,250 


Accrual Basis 


Where accounting records are maintained 
on the accrual basis it is necessary to in- 
clude in income for the calendar year under 
review the amount of bond interest that has 
accrued up to December 31. For example, 
on $100,000 par value four per cent bonds, 
coupons due April 1 and October 1, the in- 
terest to be accrued would be from October 
1 to December 31, or three months. That 
is one-quarter of the full year’s interest in 
amount $4,000, or $1,000. This would be 
recorded on the books as shown in the fol- 
lowing entry: 

Dr. 
$1,000 .. 
$1,000 
When coupons due April 1 of the follow- 


ing year are collected, the transaction would 
be recorded as follows: 


Cr. 
Accrued Interest on Bonds 
Interest on Bonds (income) 


Dr. Cr. 
Cash ae $2,000 
Accrued Interest on Bonds $1,000 
(Oct. 1 to Dec. 31) 
Interest on Bonds (income) 1,000 


(Jan. 1 to Apr. 1) 


Capital Gains and Losses 


Profits or losses on sale of capital assets 
held for six months or less are classified as 
“short term,” and those held for more than 
six months as “long term.” The basis for 
taxation purposes is “net capital gain” or 
“net capital loss.” 


Net capital gain is capital gain LESS capi- 
tal loss. 
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Net capital loss is capital loss LESS capi- 
tal gain. 


Capital gain is the sum of short-term gains 
at 100 per cent, PLUS long-term gains 
at fifty per cent. 


Capital loss is the sum of short-term losses 
at 100 per cent, PLUS long-term losses 
at fifty per cent. 


A net capital gain may be included in 
gross income, or it may be taxed separately 
at fifty per cent, whichever is more advan- 
tageous to the taxpayer. Insofar as the 
long-term portion of a capital gain is con- 
cerned, it will be noted that the “effective” 
rate of tax is twenty-five per cent, that is, 
fifty ‘per cent tax on fifty per cent of the 
gain. Taxpayers with net income of less 
than $18,000 will find it cheaper to treat 
these gains as ordinary income at the 1946 
tax rates. Above this figure, it is to their 
benefit to use the twenty-five per cent capital- 
gains rate. This limits the rate to twenty- 
five per cent, no matter how large a net 
gain they have. Net capital loss may be 
used as a deduction from gross income up 
to a limit of $1,000, but any balance that 
remains may be carried forward for five 
years to be applied against net capital gain, 
if any, in such years, or as a deduction from 
gross income, limited to $1,000 for each year. 

Generally there is no difficulty in deter- 
mining the length of time a security has 
been held. However, in close decisions it 
is necessary to know exactly how the pe- 
riod is measured. In the case of purchases, 
the day upon which the security is acquired 
is excluded. The period begins on the day 
after the security is purchased on an ex- 
change even though payment and delivery 
are not made for a day or so after the pur- 
chase. The date of sale is included, even 
though delivery and payment under ex- 
change rules may be delayed for a few days. 


‘“*Cost Basis” 


Where securities have been acquired other 
than by purchase for cash or exchange for 
some other asset whose value may readily 
be determined, the “cost basis” for com- 
puting gain or loss upon sale must be con- 
sidered. If securities were received as a 
gift prior to January 1, 1921, the cost basis 
is the fair market value at the time of the 
gift. If they were received as a gift after 
December 31, 1920, the cost basis is the 
same as it would be in the hands of the 
donor, or the last preceding owner by whom 
they were not acquired as a gift. For the 
purpose of determining loss, however, the 
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basis is the cost to the donor, or the fair 
market value of the property at the time of 
the gift, whichever is the lower. Where se- 
curities are acquired under a will, the cost 
basis is the market value as of the date of 
death of the decedent. If the decedent died 
after October 21, 1942, and the executor 
elects for estate tax purposes to value the 
decedent’s gross estate at the optional valua- 
tion date, the basis will not be the value at 
the date of decedent’s death, but the value 
at the date one year after his death. 


Worthless Securities 


Losses resulting from securities which 
have become worthless during the taxable 
year must be considered as losses from the 
sale or exchange of capital assets on the 
last day of such taxable year, regardless of 
when during the taxable year such securities 
actually became worthless. Losses must be 
computed on the cost or other basis, and 
any adjustments to such cost or other basis 
must be taken into account. 


Example 1: 
Taxpayer purchased 1,000 shares on 


March 15, 1945 at a cost of $10,000. The 
stock became worthless in September, 1946, 


Cost of Stock $10,000 
Amount Realized me None 
Actual Loss Saintes 60 Sa OROGD 


Stock considered to have been held 
from March 15, 1945 to December 


31, 1946—21%4 months 


Long-Term Capital Loss at 50 per 
cent $5,000 
Example 2: 
Same as Example 1, except that stock 
was purchased July 31, 1946, 


Cost of Stock $10,000 
Amount Realized None 
Actual Loss $10,000 


Stock considered to have been held 
from July 31, 1946 to December 31, 
1946—5 months 


Short-Term Capital Loss at 100 per 
cent . .$10,000 


Example 3: 

Same as Example 1, except that taxpayer 
received liquidating dividend March 15, 1946, 
of 35 cents per share. 
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DEDUCT—Liquidating Dividend 


1,000 shares at 35 cents 350 

ADJUSTED COST BASIS. ....$ 9,650 

Amount Redlized .... 6 .c..5c0005s- None 

PRERIN O  o  nc 5 cds tet nld eeae $ 9,650 
Stock considered to have been held 
from March 15, 1945 to December 

31, 1946—21%4 months 

Long-Term Capital Loss at 50 per 

Sine RNIN eocey Social Rta Peay en ....$ 4,825 


Year-End Security Sales 


When securities are sold towards the 
end of the year so that delivery and pay- 
ment carry over into the following year, 
losses and gains on such transactions are 
treated differently. Ifa loss results, regard- 





Example: 
jon: - 

May 5, 1946 SOLD 

May 25, 1946 BOUGHT 





The sale on May 5, 1946, is a “wash”’ sale, 
and the loss of $5,000 is not recognized, 
and, therefore, not deductible. 


1943 BOUGHT 1,000 shares X 
1,000 shares X 
1,000 shares X 


less of whether the taxpayer is on a cash 
basis or accrual basis, it is considered to 
have occurred in the year of the sale. In 
the event that the transaction results in a 
gain, however, the accrual-basis taxpayer is 
considered to have realized a profit in the 
year of the sale; but the cash basis taxpayer 
realizes the gain in the year when he re- 
ceives payment for the securities sold. 


Wash Sales 


No loss is recognized where securities 
sold are replaced by substantially identical 
securities within thirty days before or thirty 
days after the sale. The basis of the se- 
curity purchased is the basis of the security 
sold, plus or minus the difference between 
the price at which the security was pur- 
chased and the price at which the substan- 
tially identical security was sold. 


Company stock....... $50,000 
Company stock 45,000 
Company stock 48,000 


The stock purchased on May 25, 1946, 
would be considered as held since January 
1, 1943, and would have a basis of $53,000, 


V1Z.: 





Cost of 1,000 shares bought Jan. 1, 1943 
May 25, 1946 1,000 shares bought 
May 5, 1946 1,000 shares sold 


$50,000 
$48,000 


45,000 3,000 


$53,000 





The restriction covering losses on “wash” 
sales may be avoided by purchasing similar 
securities rather than “substantially iden- 
tical” securities. For example, stock of 
American Airlines may be sold at a loss; 
and if stock of United Airlines is acquired 
within thirty days before or thirty days 
after such sale, it would not impair the de- 
ductibility of the loss on sale of American 
Airlines stock. Although these two stocks 
are “similar,” they are not “substantially 
identical.” j 


Amortization of Premium on Bonds 


For taxable years beginning after Decem- 
ber 31, 1941, amortization of premium on 
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lax-exempt bonds is mandatory. No deduc- 
tion is allowed for income tax purposes, the 
amortization of premium being required 
only to adjust the “cost basis” of the bonds. 
In the case of fully taxable bonds, however, 
the taxpayer may, at his option, amortize the 
premium, and the deduction is allowed for 
income tax purposes. If a taxpayer elects 
to amortize a bond, then he must amortize 
all other bonds held. In the case of a 
“callable bond,” amortization to the call 
date may be made, but only if such date is 
specified definitely in the bond. 


When bonds reach maturity, only the par 
value is returned, involving a capital loss 
in the case of bonds which were purchased 
at a premium. By amortizing the premium 
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over the life of the bonds, the book value 
is reduced to the par value at maturity, 
thereby eliminating the capital loss. The 
tax advantage of amortizing bond premiums 
on fully taxable bonds lies in the fact that 
each year the amortizable amount of pre- 
mium is deductible in full, whereas, without 
amortization of premium, the resulting loss 
at maturity would constitute a long-term 
capital loss, only fifty per cent of which, 
under present regulations, would operate as 
a deduction. Amortization of premium func- 
tions actually as an adjustment in the 
interest-income from the investment. For 
example, the total interest-income receivable 
on $100,000 par value five per cent bonds 
due in ten years amounts to $50,000. If a 
premium of $10,000 is paid for the bonds, 
however, the income from the investment is 
reduced to $40,000. Amortization of pre- 
mium is taken into the accounts when the 
semi-annual interest on the bonds is re- 
ceived or collected, as shown in the follow- 
ing entry: 


Cash $2,500 
Bonds—Control Account 
(Amortization of Premium) $ 500 


Interest on Bonds—Income 2,000 


Computation of Amortization 


Five per cent bonds of $100,000 par value 
are purchased for $110,000. The bonds have 
ten years to run to maturity, or twenty semi- 
annual interest periods. Therefore, the 
premium of $10,000, divided by twenty, or 
$500, is the amount of premium to bx 
amortized each semi-annual interest period 


If these bonds were redeemable at ma- 
turity at, say, 104, the amortization ot 
premium would be computed as follows: 


Cost of bonds: $100,000 par value at 


$110 $110,000 
Redeemable in ten years: $100,000 

par value at $104 104,000 

Amortizable Prenium ; $ 6,000 


Amortizable Premium, $6,000, divided by 
twenty semi-annual interest periods, is $300 
per period. The entry on the records, each 
interest period, therefore, would be as 
follows: 


Dr. Cr. 
Cash $2,500 
Bonds—Control Account 
(Amortization of Premium) $ 300 
Interest on Bonds (Income) 2,200 
[The End] 


KENTUCKY BUREAU ISSUES NEW PUBLICATION 


Kentucky City Finances, a new publica- 
tion of the University of Kentucky 
Bureau of Business Research, is directed 
toward discovery and analysis of the 
means to greater financial freedom for 
Kentucky cities. An investigation of the 
entire field of municipal finance, it as- 
sembles more facts than ever before in- 

| cluded in a publication on this subject: 

For ideal fiscal management, each city 
dollar must be stretched to the utmost. 
To realize this ideal, efficient city buying, 
rigid control of disbursements and de- 
positories, frank financial reports to citi- 
zens, and persistent auditing, preferably 
on a uniform basis, are essential. The 
importance of improved budgeting is 
stressed in a survey of procedure both in 
Kentucky and in other states, with spe- 
cial attention to budget execution. And 
every phase of successful fiscal adminis- 
| tration depends partially on an adequate 


accounting system, designed to guide, as 
well as to inform, officials. 

3ut the study concerns itself not only 
with minimizing expenditures, but also 
with increasing revenue. Of the nu- 
merous methods of accomplishing this 
end, the authors believe that modernized 
property tax administration will prove 
most efficacious. They suggest ways in 
which cities may perfect assessment 
practices and keep collections current. 

Throughout the report, state-city re- 
lationships and the need for state tech- 
nical assistance are emphasized. 

(Bulletin of the Bureau of Business 
Research, No. 12. Prepared by James 
W. Martin, assisted by Vera Briscoe, 
Herman A. Ellis, Glenn D. Morrow, 
Earl K. Turner, and Freda Witherow. 
University of Kentucky and Kentucky 
Municipal League, Lexington, 1946. | 
$2.50. 275 pages.) | 
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By RUSSELL S. BOCK, Certified 


bee HOUSEWIFE’S spring cleaning 
is traditional. The taxpayer should also 
put his house in order once a year. The 
best time for the taxpayer’s “houseclean- 
ing’ is not in the spring, however, but just 
before the end of his tax year. This 1s the 
time for him to go over his situation “with 
a tine-tooth comb,” to see what can be done 
to keep his tax bill at the “legal minimum” 
we hear about so often. For most tax- 
payers, who report on the calendar year 
basis, the time to take stock is shortly 
before December 31; for taxpayers on a 
fiscal year basis, the date is different but 
the problems are the same. 

careful review of the tax situation 
before December 31, may prevent many a 
headache afterward. Tax management will 
be facilitated in 1947 as a result of timely 
and foresighted actions taken before the 


end of 1946, 


Changes in Tax Laws 


One of the most important factors to be 
considered in tax planning, is the prospect 
for changes in the tax laws, particularly as 
to changes in rates. By the time you read 
this the congressional elections will be over 
and the prospects for tax changes next year 
may be more clearly discernible. (But be- 
ware of campaign promises!) As this is 
written, however, there are too many un- 
certainties to permit more than a mere 
guess as to what the changes, if any, will 
be. It can be said that there is only the 
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remotest possibility of an increase in tax 
rates. It can also be said that there ap- 
pears to be a possibility of some reduction, 
although predictions of a reduction of more 
than about ten per cent seem to be over- 
optimistic. We might conclude, then, that, 
other things being equal, we shall very 
likely be no worse off taxwise—and we may 
be better off—if we reduce this year’s in- 
come at the expense of next year’s to the 
extent we can properly do so. 


We should not overlook one change 
which under the present law takes place 
automatically at the end of this year. The 
termination of the carry-back of unused 
excess profits credit, which, of course, ap- 
plies only to corporations. The net oper- 
ating loss carry-back does not terminate. 
A corporation which sustains a net loss in 
1947, will be permitted to carry it back to 
apply against 1945 profits, with any unused 
portion of the loss then being applied against 
1946 profits or carried forward to 1948 and 
1949. The corporation with a loss in 1947, 
therefore, will ordinarily get the benefit of 
its 1947 expenses against the income of 1945, 
an excess profits tax year, usually with a re- 
sulting tax benefit of eighty-five and one-half 
percent. But the corporation which has a 
profit—however small—in 1947—will have 
no carry-back. If it has either a loss carry- 
back or an unused excess profits credit 
carry-back available in 1946, it may well 
consider the possibility of taking proper 
steps to reduce its income in 1946 instead 
of letting the reduction fall in 1947. The 
reduction in 1946 income will probably 


1135 








accomplish a tax reduction at maximum 
wartime rates, whereas a reduction in 1947 
income will be much less valuable. Let me 
caution you, however, against taking this 
effect for granted. The operation of the 
eighty percent limitation or some other 
factor may produce a different—and often 
unexpected—result. The only safe pro- 
cedure in dealing with carry-backs is to 
compute fully the effect on all years before 
making decisions. 


The Cash Basis Taxpayer 


The cash basis taxpayer is in the fortu- 
nate position of being able to control the 
timing of many deductions and items of 
income. Where he wants to reduce his 
1946 income at the expense of 1947, he may 
be able to defer receipt of income or acceler- 
ate deductions. For example, a professional 
man may simply defer until after the end 
of the year some of his billings for fees 
earned. The taxpayer may pay in December 
rental property expenses, investment ex- 
penses, etc., which are owing at the end 
of the year but which would ordinarily be 
paid in January. It takes no great stretch 
of the imagination to think of other items 
which might be similarly treated. Let me 
remind you, however, that deductions can- 
not be taken for payments which represent 
mere advance deposits against future lia- 
bilities. ‘The “cash basis” has its limitations. 

Where the cash basis taxpayer can see 
before the end of the year that he will use 
the standard deduction in his 1946 return, 
he may well defer until 1947, where it is 
possible, the payment of deductions such 
as contributions, etc., which are not de- 
ductible in computing adjusted gross in- 
come. If he itemizes such deductions in 
his 1947 return, he will of course, obtain a 
benefit which he would not have received 
if the expenses had been paid in 1946. The 
same reasoning applies in reverse where it 
appears that deductions of this type will 
be itemized in 1946 but the standard de- 
duction will probably be used in 1947; in 
this case the taxpayer will, of course, gain 
by paying such deductible items in 1946 
instead of in 1947, wherever possible. 


Expenses Deductible 
Only in Year Paid 


Certain classes of expenses are deductible 
only in the vear paid, even by accrual basis 
taxpayers. Charitable contributions are such 
aclass. So also are medical expenses. Since 
the latter are deductible only to the extent 
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they exceed five per cent of the taxpayer’s 
adjusted gross income, he should attempt 
to pay such expenses—where a choice is 
available—in a year where the total expense 
of this class is sure to exceed the five per 
cent. The deductibility of charitable contri- 
butions is also subject to a limitation, being 
limited to fifteen per cent of adjusted gross 
income in the case of individuals and to 
five per cent of net income (computed with- 
out the benefit of this deduction) in the 
case of corporations. It is obviously advan- 
tageous, therefore, to pay contributions in 
a year when the limitation will not prevent 
their deduction. 


Contributions to Pension 
or Profit-Sharing Plans 


Another type of expense which is de- 
ductible generally only in the year paid, 
regardless of whether the taxpayer uses 
the cash or accrual basis of accounting, 
consists of contributions to employees’ pen- 
sion or profit-sharing plans. Section 23(p) 
of the Code provides for deduction of cer- 
tain contributions “paid” to or under such 
plans, with the further proviso, however, 
that a payment made by an accrual basis 
taxpayer “on account of” the taxable year, 
will be deemed paid on the last day of the 
year of accrual if it is actually paid within 
sixty days thereafter. 


A word of caution is in order where the 
first year of a pension or profit-sharing plan 
is involved. The Bureau has held?’ that a 
deduction is allowable for purchase of re- 
tirement annuities only where there is a 
plan actually in effect at the end of the 
year, as evidenced by an executed contract 
or contracts. Where there is no contract, 
a contribution is not considered “paid,” 
since the contribution is recoverable at the 
request of the employer. The ruling states 
that it is also applicable to amendments 
to annuity plans. It is believed that the 
reasoning is equally applicable to employees’ 
pension or profit-sharing trusts. 


Authorization of Salaries 
and Bonuses 


Unlike some of the items discussed above, 
salaries and bonuses do not have to be 
paid within the taxable year by an accrual 
basis taxpayer to be deductible. The obli- 
gation to pay must have accrued, however, 
within the year. It is important, then, that 
expenses of this nature be definitely au- 


1 Mimeograph 6020, 1946 I. R. B. 12, p. 2. 


December, 1946 @© TAX ES—The Tax Magazine 





thoriz 
it is Si 
to det 
until ; 
ample, 
bonus 
the ye 
to late 
yf cor 
ployee 
the ye 
Is Cre¢ 
there 
tingen 
Eve 
in som 
within 
end o 
THIS ‘4 
relate 
payer 
accour 
est anc 


Inven 


One 
the de 
s the 
merch; 
of this 
lefinec 
have 1 
can be 
noweve 
avoid 
payet! 
plans 
as is ( 
Furthe 
fully r 
damag 
hand. 
goods 
the tay 
“cost.” 
value 
them | 
by the 
lavs a! 


Aban 


Ano} 
siderec 
bility c 
of real 
the ta 
has de 






















de- 
aid, 
ses 
ing, 
en- 
s(p) 
cer- 
such 
ver, 
yasis 
rear, 

the 
ithin 













. the 
plan 
at a 
f re- 
iS a 

the 
tract 
‘ract, 
aid,” 
t the 
tates 
nents 
t the 
yyees’ 


























































bove, 
tO be 
~crual 
obli- 
vever, 
, that 
y au- 












































2 





yazine 








thorized before the end of the year. But 
it is sometimes difficult or even impossible 
to determine the exact amount of bonuses 
until after the end of the year. For ex- 
ample, it may be desired to compute the 
bonus as a percentage of the profits for 
the year. The exact amount may be left 
to later computation but the precise method 
4} computation and of allocation to em- 
ployees should be settled before the end of 
the year so that an enforceable obligation 
is created. The point to remember is that 
there is no accrual if the liability is con- 
tingent upon future events. 

Even though there is a definite accrual, 
in some cases actual payment must be made 
within two and one-half months after the 
end of the year to secure the deduction. 
This applies only where the recipient is 
related (as defined in the law) to the tax- 
payer and where he uses the cash basis of 
accounting.’ This provision applies to inter- 
est and other expenses as well as to salaries. 


Inventories 


One of the most important elements in 
the determination of income for the year, 
s the amount of the year-end inventory of 
merchandise, materials, etc. The valuation 
of this inventory is subject to fairly well- 
lefined rules, and the taxpayer does not 
1ave much control over it. Some things 
be done at or before the year-end, 
however, to assure a proper inventory and 
avoid possible over-vaiuation. Every tax- 
should of course, make careful 
plans for inventory taking and valuation 
as is done in every well-run organization. 
Furthermore, the inventory should be care- 
fully reviewed to determine what obsolete, 
damaged or unusable goods may be on 
hand. The Regulations* provide that such 
goods may be written down, even where 
the taxpayer’s regular inventory method is 
“cost.” The determination of a reasonable 
value for such items may involve offering 
them for sale, which offering is required 
by the Regulations to be made within thirty 
lavs after the inventory date. 


can 


payer 


Abandonment of Property 


Another subject which should be con- 
sidered before December 31, is the possi- 
bility of establishing losses by abandonment 
f real estate or other property. Although 
the taxpayer may have property which 
as declined in value until it is practically 
* TI. R. C. Section 24 (c). 

Regulations 111, Section 22 (c) (2). 
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worthless, he can deduct such a loss only 
when he demonstrates by overt acts that 
he has abandoned the property. If you 
want a loss in 1946, you should leave no 
question about your intent—the record 
should show that definite action consti- 
tuting abandonment of the property, was 
taken before the end of the year. 


Worthless Securities and Bad Debts 


In the case of worthless securities and 
bad debts, generally speaking, it is not 
necessary io show disposition of the asset 
during the taxable year in order to deduct 
the loss. The question here is whether 
worthlessness occurred during the taxable 
year. This, however, is often most difficult 
to prove. In view of this difficulty, and the 
fact that the year of deductibility is often 
determined by reference to some “identifi- 
able event” evidencing worthlessness, it may 
often be advisable to create an “identifiable 
event” to fix the loss in the year desired. Ex- 
amples of such an event are liquidation of 
a corporation, an offer to sell stock, insti- 
tution of legal proceedings against a delin- 
quent debtor, etc. 


Taxpayers who use the specific charge- 
off method for bad debts, are not required 


- to wait until a debt becomes wholly or 


finally bad to claim a deduction; they may 
deduct partially worthless debts if they 
can satisfy the Commissioner that they 
are recoverable only in part. In connection 
with such partial deductions there is a 
special requirement which is of importance 
in year-end planning; the portion of the 
debt to be deducted must be charged off 
within the taxable year. This requirement 
is a left-over from the charge-off provision 
which applied to all bad debts prior to 
amendment by the Revenue Act of 1942. 


Securities Transactions 


For most taxpayers, probably the greatest 
opportunity to control income as between 
vears is in connection with securities trans- 
actions. Much has been written about this 
phase of year-end planning, which I shall 
not try to cover in detail here. The most 
obvious tax-saving possibility is in selling 
securities (or buying to cover a “short” 
position) at a loss, either to offset capital 
gains or to create a deductible loss against 
ordinary income within the limitations pro- 
vided in the law. The maximum deduction 
against ordinary income for a capital loss, 
is $1,000 in an individual return; no deduc- 
tion is allowed to a corporation. The bene- 
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fit of losses is, of course, greatest when they 
are short term, since they are taken into 
account one hundred per cent and may be 
used to offset long-term gains, which are 
taken into account at fifty per cent; in other 
words, $1,000 in short-term losses will offset 
$2,000 in long-term gains. Some taxpayers 
may even find it advantageous to take 
losses beyond the point where they will 
effect a tax reduction this year, since un- 
used losses can be carried forward for five 
years to be offset against future gains or 
to be used as deductions against ordinary 
income in future years within the limits 
mentioned above. 


The taxpayer cannot take a loss, how- 
ever, and promptly buy back the same 
security to re-establish his position. The 
tax law says, in effect, that to permit this, 
would “exalt artifice above reality,” and 
disallows the loss under the well-known 
“wash sales” provision, where the purchase 
is made within thirty days before or after 
the sale. Some taxpayers may find it advan- 
tageous to sell securities at a gain, in order 
to offset losses on other transactions and 
to establish a new cost basis. In such cases 
the wash sales provision does not apply— 
the securities can be repurchased at any time 
without affecting the sale. 

In making sales right at the year-end, it 
is important to consider the rules regarding 
the time when such transactions are to be 
taken into account. These rules may be 
summarized briefly as follows: 


Cash basis taxpayer 


Sales at a Joss are taken into account as 
of the date of the transaction; thus the 
loss on a sale made on December 31, 1946, 
is deductible in 1946. 

Sales at a gain are taken into account as 
of the date when the proceeds are actually 
or constructively received; thus, the gain 
on a sale made on December 31, 1946, is 
usually returnable in 1947, 


Accrual basis taxpayers 


All sales are taken into account as of the 
date of the transaction; thus, both gains 
and losses on December 31, 1946 trans- 
actions are reportable in the 1946 return. 


Real Estate Transactions 


Taxable income also may be controlled 
by the timing of real estate sales. If these 
transactions involved capital gains and 
losses, the discussion above regarding se- 


curities transactions is applicable. Where 
real property, or depreciable personal 
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property, is used in the taxpayer’s business, 
however, transactions involving property 
held over six months may be subject to 
special treatment under Internal Revenue 
Code Section 117(j). This section provides, 
briefly, that all such transactions must be 
grouped with certain involuntary conversions 
(due to destruction, condemnation, etc.), 
if any, and the treatment of the resulting 
gains or losses depends upon the net result 
of all these transactions during the year, 
If there is a net gain, all of the transactions 
are treated as capital gains or losses; if 
there is a net loss, all of the transactions 
are treated as ordinary gains or losses, 
This, of course, works in favor of the tax- 
payer, since capital gains are given special 
beneficial treatment whereas ordinary losses 
are deductible in full against any kind of 
income. 


Where the taxpayer sells rental property 
at a loss, the question arises whether the 
property was used in a “business” so that 
Section 117(j) may be applied to give him 
the benefit of an ordinary loss. This ques- 
tion must be decided on the facts of each 
individual case. Although the courts have 
held, generally speaking, that rental of 
property constitutes a business even where 
only one property is involved, the Bureau 
does not seem to recognize this line of 
decisions. Therefore, it may be necessary 
for the taxpayer who sells rental property 
at a loss to carry his case to court to get 
the benefit of Section 117(j). 


If you want to report a real estate trans- 
action in 1946, be sure the sale is consum- 
mated by December 31, 1946. A sale is not 
made when the buyer makes an “earnest 
money” deposit, nor is it necessarily not 
completed until the date the escrow is 
terminated. As a matter of fact, there is 
no simple rule which can be applied to all 
cases. Suffice it to say that if it is impor- 
tant that your transaction be reportable in 
1946 you should make sure that the sale is 
completed by the end of the year. 


Payment of Dividends 


A year-end question of special signifi- 
cance to corporations this year is that 
of dividend payments. Why?—because of 
Internal Revenue Code Section 102. This 
section imposes a penalty tax, running from 
twenty-seven and one-half per cent to thirty- 
eight and one-half per cent, on corporation 
profits which are accumulated in order to 
avoid the tax which would have to be paid 
by the shareholders if the profits were dis- 
tributed. During the war period the Bureau 
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erty What can be done to avoid difficulty worn adage may apply to tax management 
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him is closely held—should give careful con-  payer’s situation may save many more hours 
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9 get 2. ri 
rans- WITHHOLDING I—Calendar of Employer’s Duties 
sum- 
S not On hiring new employees 
rnest Get from each new employee a withholding exemption certificate on Form W-4. 


y not On each payment of wages to an employee 


Ww is Withhold tax from each wage payment in accordance with the employee’s 
re 18 withholding exemption certificate and the applicable withholding rate. 
to all By tenth day of each month 
i Deposit tax withheld in previous month, if more than $100, in a depositary 
=" ra bank authorized by the Secretary of the Treasury. 
ale : 
On or before each April 30, July 31, October 31, and January 31 
File a quarterly return on Form W-1 with the Collector of Internal Revenue 
and pay full amount of tax withheld in previous quarter. Include depositary 
receipts in your payment as the equivalent of cash. 
gnifi- By December 1 of each year 
that Request filing of a new certificate, Form W-4, by each employee whose with- 
we holding exemptions will be different in the next year from the exemption 
This shown on his last certificate. 
from On or before each January 31 and at end of employment 
hirty- Give each employee a withholding statement in duplicate on Form W-2, 
ration showing total wages and amount of income tax withheld. 
ler to On or before January 31 of each year 
, paid File Form W-3, Reconciliation of Quarterly Returns, together with Collec- 
e dis- tor’s Copy of all withholding statements furnished employees on Form W-2 
ureau for preceding calendar year. 
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By EDWARD ROESKEN 
Member of the New Jersey Bar 


large proportions under such circumstances, 
since the timely adoption and completion of 
appropriate procedure on the favorable side 
of this barrier may result in substantial tax 
savings and make unnecessary the preparing 
and filing of numerous reports. 


Viewed in this light, January 1 becomes 
as momentous a date as “the ides of March,” 
when many returns are due. The impact of 
liability to taxation which may arise on 
either side of January 1, depending upon the 
particular circumstances, may not be felt 
until some later date, when the time for the 
filing of reports and the payment of these 
state taxes arrives. It often develops that, 
had the significance of January 1 as a tax 
barrier been realized and appropriate action 
taken, substantial savings in taxes in many 
instances might have been effected, and the 
necessity of the preparation of many com- 
plicated reports, often related to a brief por- 
tion of a year, might have been eliminated. 
This subject, therefore, is one with which 
counsel is often engrossed during the early 
part of December. 


Preparation of Income Tax Returns 


For instance, let us consider the situa- 
tion of a corporation which has canvassed 
its prospects of a profitable business in a 
state in which it has never been licensed to 
do business and, toward the end of the cal- 
endar year, has reached the point where it 
is about to obtain such authority to carry 
on business, Let us assume also, for the 
moment, that the company operates on a 


calendar year, rather than a fiscal year, 
basis. 


January 1—A Tax Barrier 





Should such a corporation enter one of 
thirty states which impose net income taxes 
upon corporations and do so before January 
1, a liability arises for the filing of an 
income tax return covering its activities 
within the state for the short period be- 
tween entry into the state and the end of 
the year; whereas, if such entry is delayed 
until after January 1, the corporation will 
not be expected to file a return until a year 
later than the date when a return would be 
filed for the short period mentioned. Here, 
strictly speaking, no savings in taxes may be 
expected, but the time when income tax returns 
are first prepared is postponed for a year. The 
first return then covers almost a full year in- 
stead of merely a comparatively few days re- 
maining in an expiring year. Where a number 
of such income tax states are under con- 
sideration, the saving in paper work in the 
preparation of returns may be substantial 
and the postponement may be found much 
to be desired under circumstances where 
a corporation or other business venture is 
seeking to establish itself within a state or 
a group of states. 


January 1, may be considered such a factor 
in connection with the following thirty states 
which impose net income taxes on corpora- 
tions: Alabama, Arizona, Arkansas, California, 
Colorado, Connecticut, District of Columbia, 
Georgia, Idaho, Iowa, Kansas, Kentucky, 
Louisiana, Maryland, Minnesota, Mississippi, 
Missouri, Montana, New Mexico, New York, 
North Carolina, North Dakota, Oklahoma, 
Oregon, Pennsylvania, South Carolina, Utah, 
Vermont, Virginia and Wisconsin. 

Corporations operating on a fiscal year 
other than a calendar year are in much the 
same position with respect to the possible 
postponement of the filing of their income 
tax returns after entry into a state. A dif- 
ference with respect to such companies, 
however, is that instead of January 1, these 
companies would substitute the first days 
of their respective fiscal years. Thus, should 
a fiscal year company go into a state and 
carry on activities shortly prior to the end 
of its fiscal year, it would be expected, of 
course, to file an income tax return shortly 
after the close of that fiscal year, related to 
income received during the short period up 
to the close of the fiscal year; whereas a post- 
ponement of any activities within the taxing 
state until after the close of that fiscal year 
should delay the preparation and filing of 
a return until shortly after the close of the 
succeeding fiscal vear. 
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Information, Withholding Returns 


January 1 is also an important “deciding 
date” where the’ filing of returns of informa- 
tion at the source are concerned. These are 
filed in each instance without regard to fis- 
cal years, since the data supplied relate to 
the preceding calendar year and the returns 
are due shortly after the close of the calen- 
dar year, even though a corporation may 
operate on a fiscal year other than the cal- 
endar year. These returns show payments 
of salaries, dividends, etc., to persons within 
the taxing state and are used as a check, 
ordinarily, against the income tax returns 
of individuals and others under the personal 
income tax laws of the state. 


Returns of information at the source are 
filed in thirty-one states: Alabama, Ari- 
zona, Arkansas, California, Colorado, Dela- 
ware, Georgia, Idaho, Indiana, Iowa, Kansas, 
Kentucky, Louisiana, Maryland, Massachusetts, 
Minnesota, Mississippi, Missouri, Montana, 
New Mexico, New York, North Carolina, 
North Dakota, Oklahoma, Oregon, South 
Carolina, Tennessee, Utah, Vermont, Vir- 
ginia and Wisconsin. Six of these states— 
California, Indiana, Iowa, Kentucky, Mary- 
land and New York—also require with- 
holding at the source and filings and remit- 
tances relative to payments of salaries, étc., 
to nonresidents of the state. Employers of 
one or more persons in the City of Phila- 
delphia are required, under that city’s in- 
come tax, which is not applicable to corpo- 
rations, to effect withholding in connection 
with payments made to residents and non- 
residents of Philadelphia. Employers of one 
or more persons in St. Louis, Missouri, are 
obliged to withhold similar taxes under the 
“earnings tax” requirements of that city and 


to file returns and make payment of taxes 
withheld. 


A corporation or other employer engaging 
in business within a state or city which has 
such requirements relative to reporting in- 
formation at the source or withholding at the 
source, and doing so prior to January 1, 
would naturally be expected to prepare such 
returns on their due dates shortly thereafter, 
while activity begun and salary and other 
payments first made after January 1, should 
delay the first preparation of such returns. 
Where withholding is called for, the actual 
withholding, of course, begins as soon as 
taxable payments are made. 


Tangible Personal Property Taxes 


The desirability of postponement of the 
beginning of business and the obtaining of 
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authority to do business may be enhanced 
where it happens that January 1 is also the 
date as of which tangible personal property 
is assessed for ad valorem tax purposes in 
the state or states in which activity is con- 
templated. There are fourteen states in the 
groups mentioned previously in which Jan- 
uary 1 is the date as of which tangible per- 
sonal property is normally assessed for 
state and county ad valorem tax purposes 
and, in most of them, also for municipal 
tax purposes. These are Arkansas, Geor- 
gia, Iowa, Louisiana, Maryland, Mississippi, 
Missouri, New Mexico, North Carolina, 
Oklahoma, Oregon, South Carolina, Utah 
and Virginia. Missouri was added to this 
group in 1946, when H. B. No. 471, Laws 
1945, changed the assessment date to Jan- 
uary 1. It may be added, in passing, that 
in six additional states, Florida, Massa- 
chusetts, Ohio, Texas, Washington and 
West Virginia, tangible personal property 
also is usually asssesed as of January 1. 
Referring specifically to municipal ad valorem 
taxes ‘imposed for municipal purposes, as 
distinguished from ad valorem taxes im- 
posed for state and county purposes, it may 
be noted that variations from January 1 as 
an assessment date may be found in com- 
munities in Florida, Georgia, Iowa, Mary- 
land and Texas. 


Where tangible personal property taxes 
are under consideration, it is to be empha- 
sized that the mere physical presence of the 
property within the taxing state on January 
1 in the states mentioned brings about lia- 
bility to taxation for ad valorem purposes 
on the part of the owner. Such liability is 
not, of course, reduced or eliminated by the 
fact that the owner may not have begun 
business activities within the state or may 
not have obtained authority to do business 
there. On the other hand, a postponement 
in the acquiring of title to tangible personal 
property until after January 1, in one of the 
twenty states employing January 1 as an 
assessment date, may serve to postpone lia- 
bility for the payment of any personal prop- 
erty taxes for a year. 

These observations have equal application 
to situations which involve the transporta- 
tion of personal property before January | 
into a state using January 1 as an assessment 
date. There, a delay in bringing the prop- 
erty into the taxing state until after January 
1 would also tend to postpone liability to 
personal property taxes for a year, in the 
absence, of course, of statutory provisions, 
as in Ohio, for the reporting of property 
acquired after January 1 and not taxed else- 
where in the state in the same year. 
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In ten of the twenty states. which use 
January 1 as an assessment date for the taxa- 
tion of tangible personal property, it is to 
be noted that stocks of merchants and, in 
some instances, of manufacturers, are ordi- 
narily assessed at their average value during 
the preceding year. These states are Ar- 
kansas, Florida, Iowa, Louisiana, Maryland, 
New Mexico, Ohio, Oklahoma, South Caro- 
lina and Washington, 


Taxation of Intangibles 


Eight states segregate some or all types of 
intangible personal property, such as money 
on hand and on deposit, accounts receivable, 
stocks, bonds, etc., for taxation at compara- 
tively low rates as of January 1. These are 
Florida, Georgia, Iowa, Kansas, Oklahoma, 
South Dakota, Virginia and West Virginia. 
North Carolina may be included, for practi- 
cal purposes, in this group, since it employs 
December 31 as its assessment date. In or- 
der to give rise to liability to this type of 
taxation, it would appear necessary that a 
taxpayer be present within the jurisdiction, 
through business activity there, together 
with ownership of intangibles which have 
a situs within the state and which are not 
taxed elsewhere, as indicated by the Su- 
preme Court of the United States in Wheel- 
ing Steel Corporation v. Fox State Tax 
Commissioner et al., 56 S. Ct. 773, 298 U. S. 
193, rehearing denied, 57 S. Ct. 4, 299 U. S. 
619. Conversely, it would seem that a delay 
in entering a state to carry on business until 
after January 1 might postpone the neces- 
sitv of the filing of intangible property tax 
returns and the payment of such taxes for 
a year. 


Preliminary Summary 


Summarizing the conclusions reached thus 
far with respect to the potential advantages 
of delaying activity within the states mén- 
tioned until after January 1, it appears that 
there are thirty states where a delay until 
after that date may make unnecessary the 
preparation of net income tax returns for 
the brief period during which business might 
be carried on prior to January 1 and post- 
pone the preparation of state net income 
tax returns for a year. 

Of these thirty states, there are fourteen 
where January 1 is the date as of which 
tangible personal property is assessed. Thus, 
if entry into one or more of these fourteen 
States is contemplated, it may be especially 
desirable to pause to consider the double 
advantages of possible property tax savings 


January 1—A Tax Barrier 








and. the postponement of. preparation of net 


income tax returns for a year. In these 
fourteen states returns of information at 
the source are also called for, and thus there 
may also be a postponement of the first 
preparation of such returns for a year if 
there is a delay until after January 1 in the 
projection of activities within them. These 
fourteen states are Arkansas, Georgia, Iowa, 
Louisiana, Maryland, Mississippi, Missouri, 
New Mexico, North Carolina, Oklahoma, 
Oregon, South Carolina, Utah and Virginia. 
Having selected these fourteen states 
through the process of elimination, it may 
be taken that they are the states in which 
the most cogent reasons are to be found, 
so far as the present discussion has prog- 
ressed, for consideration of the possible 
postponement of activity until after January 
1, This is especially true of five—Georgia, 
Iowa, North Carolina, Oklahoma and Vir- 
ginia—which also assess intangible personal 
property for property tax purposes as of 
this date. 


Franchise Taxes 


Where a foreign corporation contemplates 
entering states which impose franchise taxes, 
counsel has found that January 1 may also 
warrant consideration as a possible “decid- 
ing date” with reference to the time when 
franchise tax returns and payments are first 
to be made. States ordinarily given atten- 
tion’ in such a connection are Delaware, 
Kentucky, Maryland, Mississippi, Missouri, 
Nebraska, New Jersey, New Mexico, Ohio, 
Pennsylvania, Rhode Island and Virginia. 
In these twelve states it may be anticipated 
that if authority to do business is obtained 
and business is commenced prior to January 
i, it will be necessary to file franchise tax 
returns and make payment of franchise 
taxes during the year following that Jan- 
uary 1. On the other hand, should authority 
to do business be obtained and business be 
commenced subsequent to that January 1, 
the practice is not to file such franchise tax 
reports and effect payment of the taxes un- 
til the year following that in which the ac- 
tivity is commenced. 

It may be noted that Maryland, Missis- 
sippi, Missouri, New Mexico and Virginia, 
among the twelve states mentioned in the 
preceding paragraph, are the only states in 
this group whose names also appear in the 
group cited previously as states in which 
January 1 is an important date with refer- 
ence to the filing of net income tax returns, 
the filing of returns of information at the 
source, and where tangible personal prop- 
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erty is assessed as of January 1. Thus, these 
five states would appear to deserve special 
consideration where entry into them is con- 
templated toward the end of a year, inas- 
much as a delay in entering until after the 
close of the year may prove trebly advan- 
tageous. Mention may again be made that 
in Virginia, intangible personal property is 
also assessed as of January 1. Georgia 
may perhaps be added to this group of five 
states. There, if a foreign corporation com- 
mences activities between July 1 and De- 
cember 31, it is required to pay a one-half 
year’s license tax for that period of six 
months. If, however, intrastate business 
activities are postponed until after the Jan- 
uary 1 immediately following the close of 
that period, a saving of a half-year’s tax for 
the preceding six months’ period should 
result. 


A situation similar to that outlined with 
respect to Georgia exists in Alabama. There, 
if qualification and initial business activities 
take place after January 1, a payment of 
one-half vear’s franchise tax, due if these 
events take place shortly prior to that Jan- 
uary 1, need not be made. In Michigan, 
delaying the qualification of a foreign com- 
pany until after January 1 affects the size 
of the franchise tax which will be due dur- 
ing the next succeeding July and August, 
by limiting the payment of the first franchise 
tax to $10. Qualification before January 1, 
however, would require that the first fran- 
chise tax payment, although due during the 
same July and August, be made at the rate 
of two and one-half mills upon each dollar 
of paid-up capital and surplus allocated to 
the state. 


Miscellaneous Reports and Taxes 


In Colorado, Illinois, Louisiana, Mary- 
land, Minnesota, Montana, Nevada, New 
Hampshire and North Dakota, annual cor- 
poration reports are required to be filed by 
foreign corporations shortly after January 1 
if they have obtained authority and com- 
menced business prior to that date. If, how- 
ever, such activities are delayed until after 
January 1, a postponement in the first filing 
of such reports until a year later may be 
expected. The consideration to be given 
these reports is comparable to that to be 
given to the preparation of net income tax 
returns, since the fees normally due with such 
reports are rarely large and the convenience 
of being relieved from the preparation of 
such reports soon after the commencement 
of business may be the prime consideration. 
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Chain store licenses are required to be 
obtained in most states upon the opening of 
a store or stores within a taxing state and 
are ordinarily for the period ending with 
the close of the calendar year, In nine of 
the states imposing chain store taxes, the 
licenses are thus required to be renewed 
on or before January 1. A delay in opening 
a store or stores within one of these states 
until after January 1, therefore, would nat- 
urally obviate the necessity of securing a li- 
cense or licenses for the short period in the 
preceding year during which activity might 
otherwise have been conducted. The nine 
states are Colorado, Georgia, Idaho, In- 
diana, Kentucky, Montana, South Dakota, 
Texas and West Virginia. Alabama was 
formerly to be included in this group, but 
House Bill No. 586, Laws of 1945, changed 
the expiration date, after 1945, from De- 
cember 31 to September 30. 


With respect to the renewal of sales tax 
licenses, a somewhat similar situation ob- 
tains in Alabama, Colorado and Utah, where 
sales tax licenses which are required to be 
obtained upon the commencement of busi- 
ness by a foreign corporation are renewable 
on the succeeding January 1. Naturally, a 
license obtained subsequent to January | 
will be for a period of almost an entire year, 
while one obtained in December is required 
to be renewed within that month. Annual 
sales tax returns, supplementing the usual 
monthly or quarterly returns, are called for 
in five states, being due shortly after the 
close of the year—in most instances before 
the end of January. These states are Ala- 
bama, Arizona, Mississippi, Missouri and 
West Virginia. As these annual returns are 
required to be filed if taxable activities have 
been conducted in these states before Jan- 
uary 1, consideration of their filing may be 
put off for a year if those activities do not 
commence until after January 1. A semi- 
annual return is filed by licensed vendors in 
Ohio before January 31 and July 31. There- 
fore, if taxable sales first take place subse- 
quent to January 1, a return need not be 
filed on the thirty-first of that January. 

In five of the Southern states, Georgia, 
Louisiana, Tennessee, Texas and Virginia, 
many occupation license taxes, levied for the 
privilege of engaging in a particular type 
of business, are renewable on or before the 
first day of January of each year. If, by 
reason of activities begun after that day, 
such an initial occupation license is not ob- 
tained until after that date, an early renewal 
will not be necessary, while if it is necessary 
to secure the first license during December, 
renewal will be required during that month. 
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Summary 


January 1 has thus been considered with 
regard to its effect as a barrier, to be hurd- 
led, where feasible, with a view to possible 
tax savings in forty-six states. Ten types 
of returns or taxes have been under discus- 
sion. Viewed in the order of their impor- 
tance from the standpoint of the number of 
these ten types of returns or taxes which 
may be affected by January 1 as a “deciding 
date” in a particular state, the states previ- 
ously mentioned may be divided into seven 
groups, as follows: (1) Georgia; (2) Mary- 
land and Virginia; (3) Iowa, Kentucky, 
Louisiana and Mississippi; (4) Alabama, Colo- 
rado, Missouri, Montana, New Mexico, 
North Carolina and Oklahoma; (5) Arizona, 
Arkansas, California, Idaho, Indiana, Han- 
sas, Minnesota, New York, North Dakota, 
Oregon, South Carolina, Utah and West 
Virginia; (6) Pennsylvania, South Dakota, 
Tennessee, Texas, Vermont and Wisconsin; 
(7) Connecticut, Delaware, District of Colum- 
bia, Florida, Illinois, Massachusetts, Ne- 
braska, Nevada, New Hampshire, New Jer- 
sey, Ohio, Rhode Island and Washington. 


Withdrawals from a State 


January 1 is also a date of prime impor- 
tance, taxwise, where counsel for a corpora- 
tion has under consideration, shortly prior 
to that date, the possible withdrawal of the 
company from a state in which it has dis- 
continued business and from which it is 
about to withdraw formally by surrendering 
its authority to do business, previously ob- 
tained, In many states, if a qualified corpo- 
ration is permitted to remain within the 
state as a licensed foreign corporation until 
after January 1, liability attaches for the 
payment of taxes and the preparation of tax 
and other reports during the following year, 
which would not have arisen had business 
been discontinued and the authority to do 
business been formally surrendered prior to 
that January 1. 


Net Income Tax Returns 


With reference to the preparation of state 
net income tax returns, fifteen of the thirty- 
one states which impose net income taxes 
upon foreign corporations require the filing 
of income tax returns covering income 
which has not been previously reported, be- 
fore formal withdrawal can be effected from 
the state. Thus, if a corporation remains 
within one of these states from which it 
plans to withdraw, and remains until after 
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January 1, carrying on business activities 
aiter the new year begins, it will be required, 
as a condition of withdrawal, if on a calendar 
year basis, to file a net income tax return 
covering the period from that January 1 to 
the date of ceasing to do business and with- 
drawing. It will also be required to file a 
net income tax return for the preceding year, 
except in California and Utah, where net 
income is the basis of franchise taxes and 
where these are payable in advance. On the 
other hand, if business is discontinued in, 
and formal withdrawal effected from, one of 
these fifteen states prior to the January 1} 
mentioned, the corporation will not be in a 
position to be required to prepare and file a 
net income tax return, as a condition of with- 
drawal, for the short period from January I! 
to the date of ceasing to do business and 
withdrawing from the state in the new year. 
These fifteen states are California, Connec- 
ticut, Georgia, Kansas, Kentucky, Louisi- 
ana, Maryland, Massachusetts, New Mexico, 
New York, North Carolina, North Dakota, 
Pennsylvania, Utah and Virginia. 


These observations have equal force with 
respect to fiscal year corporations remain- 
ing within one of these states until a time 
shortly after the close of a fiscal year. There, 
discontinuance of business and formal with- 
drawal before the close of a fiscal year, 
would make unnecessary, as a condition of 
withdrawal, the preparation and filing of an 
additional return covering a brief period, 
which would otherwise be due were the cor- 
poration to remain within the state for a 
short period in the new fiscal year. 


Sixteen additional states impose net in- 
come taxes where, although the preparation 
and filing of net income tax returns for the 
preceding calendar year or for a short pe 
riod beyond January 1 may not be required 
as a condition of withdrawal, a technical 
liability, nevertheless, exists for the filing 
of such returns. Withdrawal prior to Jan- 
uary 1 would, of course, dispose of questions 
regarding returns for any period beyond 
January 1, These sixteen states are Ala- 
bama, Arizona, Arkansas, Colorado, Idaho, 
Iowa, Minnesota, Mississippi, Missouri, 
Montana, Oklahoma, Oregon, South Caro- 
lina, Tennessee, Vermont and Wisconsin. 
“The first day of a new fiscal year” may be 
substituted for “January 1” in connection 
with the possible withdrawal of fiscal year 
companies from one of these states and “pre- 
ceding fiscal year” may be read instead of 
“preceding calendar year.” 
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Franchise or License Taxes 


In several states, if foreign corporations 
remain licensed as such after January 1, 
they may become liable for franchise or li- 
cense taxes for the year in which that Jan- 
uary 1 occurs, Withdrawal prior to January 
1, however, should serve to remove such lia- 
bility. This situation may be expected to 
obtain in Georgia, New Jersey, New Mexico, 
Ohio and Pennsylvania. 


January 1 is. the date as of which tangible 
personal property is assessed for ad valorem 
tax purposes in twenty states—Arkansas, 
Florida, Georgia, Iowa, Louisiana, Mary- 
land, Massachusetts, Mississippi, Missouri, 
New Mexico, North Carolina, Ohio, ‘Okla- 
homa, Oregon, South: Carolina, Texas, Utah, 
Virginia, Washington and West Virginia. 
Hence, the disposal of the property before 
January 1, or its transfer to another state 
where a different assessment date is em- 
ployed, should eliminate questions regard- 
ing the taxation of such property for ad 
valorem tax purposes as of January 1 in the 
state where the property is located. 


Chain store licenses are required to be re- 
newed on or before January 1 in nine states. 
Therefore, if it is feasible to discontinue 
operation of such stores before the close of 
the ‘year, where withdrawal from such a 
state is being considered, the cessation of 
operations should have the effect of dis- 
pensing with such renewals of the licenses 
and with the necessity of the payment of 
chain store taxes for the year in which no 
chain store activities are carried on in the 
taxing state, The nine states mentioned are 
Colorado, Georgia, Idaho, Indiana, Ken- 
tucky, Montana, South Dakota, Texas and 
West Virginia. 

Many occupation license taxes in five South- 
ern states, Georgia, Louisiana, Tennessee, 
Texas and Virginia, are required to be re- 
newed annually on or before January 1. 
Where a taxable occupation is discontinued 
within one of these states prior to January 
l, a renewal of an occupation license tax 
which is due on or before that date is, of 
course, not necessary for the coming year 
if no such activities are to be conducted 
there. 


In states where sales tax licenses are, re- 
newable on or before January 1 of each 
year, a discontinuance of selling activities 
prior to that date, accompanied by formal 
withdrawal from the state, should dispose 
of the necessity of the renewal of such li- 
censes. Three states in which these licenses 
are renewed on January 1 are Alabama, 
Colorado and Utah. 


Conclusion 


January 1 has thus been considered with 
regard to its effect as a tax barrier, with a 
view ‘to possible tax savings in connection 
with withdrawal from, and discontinuance of 
operations in, thirty-three states. Six types 
of taxes have been under consideration. 
Viewing the states in the order of their im- 
portance from the standpoint of the num- 
ber of these six types of taxes which may 
be affected by January 1 as a “deciding 
date,” the states previously mentioned may 
be divided into four groups as follows: (1) 
Georgia; (2) Louisiana, New Mexico, 
Texas, Utah and Virginia; (3) Connecticut, 
Kentucky, Maryland, Massachusetts, North 
Carolina, Ohio, Pennsylvania and West Vir- 
ginia; (4) Alabama, Arkansas, California, 
Florida, Idaho, Indiana, Iowa, Kansas, Mis- 
sissippi, Montana, New Jersey, New York, 
North Dakota, Oklahoma, Oregon, South 
Carolina, South Dakota, Tennessee and 
Washington. 

Where a decision has been reached to 
withdraw a foreign corporation from a state 
or states before the close of a calendar year, 
it has been found advisable by counsel to 
initiate the formal steps looking toward re- 
tirement from a state at as early a moment 
as possible. Twenty-two states of the thirty- 
three in which January 1 has been mentioned 
as an important date relative to withdrawal, 
call for the obtaining of tax clearance before 
withdrawal can be completed. Delay in 
moving to secure such clearances, and in 
complying with other statutory requirements 
necessary to consummate withdrawal, may 
jeopardize potential tax savings which other- 
wise might be effected. [The End] 


oo 


- WITHHOLDING ll—Effective Date 


The new withholding rates under the Revenue Act of 1945 apply to all wages 
PAID on or after January 1, 1946, regardless of when the wages were earned. 
The old rates must be applied to wages paid prior to January 1, 1946. 
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HE AMAZING SERIES of seven 

conflicting or varying judicial opinions 
of the justices of the Supreme Courts of 
the State of Minnesota and of the United 
States, in the Northwest Airline case, started 
a nation-wide movement for a clear solution 
as to the state tax liability of air carriers. 
This movement, under both official and un- 
official auspices, has had the attention of 
federal, state and local tax authorities, as 
well as that of the industry and leading 
students in the field. It appears that a 
solution is near. 


The long-awaited postwar era when air 
travel industry is to come of age, is close 
at hand. The vast amount of new equip- 
ment, drastic reduction in air travel time, 
new schedules, increase in number of flights, 
and space availability on short notice are 
the immediate forerunners of growth that 
will project across the nation an _ ever- 
lengthening shadow of this dramatic indus- 
try of the future. Routine passenger travel 
at up to four miles a minute speaks for 
itself. 

At no time was the need for united effort 
and cooperation among the states’ taxing 
authorities greater than in the treatment of 
this young industry, the principal asset of 
which is long-range planes which are the 
essence of mobility and which refuel at 
most stops. Nor was there ever more 
apparent the opportunity of avoiding the 
future endless tax conflict and lack of tax 
uniformity which bid well to plague this 
industry, and must be viewed in the mag- 
nified dimensions they will soon occupy. 


State Taxation of Air Carriers 





ALL AIRLINE TRANSPORT COMPANIES TOTAL ASSETS 1935 THROUGH 1945 


By PAUL J. FOLEY and FRED C. BELEN 






TRENDS in State 
Taxation of Air Carriers 





The state taxes involved are’ (1) personal 
property, (2) gross receipts, (3) license on 
interstate planes, (4) net income and (5) 
capital stock. 

Left to themselves, without agreement 
or coordination, the states will invariably 
select conflicting methods of determining 
taxable situs, which, in practice, will result 
in multiple tax burdens. Few, if any, pro- 
ponents can be found for this status; in 
fact, the vast majority of all interested 
parties substantially agree even upon the 
formula to be used for its avoidance. 


Influence of Recent Elections 


The recently blocked effort of industry 
and state representatives alike to resolve 
this problem, has taken on new chance of 
early success with the recent change in the 
composition. of Congress. The ascendance 
of the party which has espoused the theory 
that the federal government is to assist 
the states and industry to arrive at a solution 
amicable to both and to help remove con- 
fusion from business activities, forecasts 
early action. Since the much discussed 
leading case of Northwest Airline, Inc. v. 
Minnesota (332 U. S. 292), which upheld 
the right of a domiciliary state to tax the en- 
tire fleet of planes although only a small 
fraction of its operations was within the 
state, and since the open.invitation of the 
Supreme Court decision for congressional 
action to avoid the confusion and inequity 
of the multiple taxation: inherent in this 
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STATE TREATMENT OF GASOLINE TAXES 
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1 Refunded if purchase is over forty gallons at one time (eliminates refunds to small erty, 
private plane operators). opera 
2 Tax levied specifically on aviation gasoline with 1% cents refunded for scheduled plus 
interstate operations. — 
3 Refund of three cents motor vehicle tax but one cent liquid fuel tax retained. 
* Refunds if gasoline is used in interstate flight, modified by distance flown in state. aie 
° Refunds two cents per gallon on all over 10,000 purchased in state. He 
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Mr. Foley, attorney and certified public 
accountant, is a Washington tax counsel. 
Colonel Belen, recently returned from the 
Army Transportation Corps, is an attorney 
and member of Mr. Foley’s firm. 


situation, industry and the states have ad- 
vanced the solution but such legislation 
was not enacted. 


The Council of State Governments, the 
National Association of Tax Administrators, 
the National Tax Association Airline Com- 
mittee and the Air Transport Association, 
as well as the National Association of 
Assessing Officers, went on record? in an 
allocation formula. The same formula is 
endorsed for flight equipment and intangible 
values connected with it, gross receipts, net 
income, and capital stock. 


The general acceptance of the significant 
principles is apparent, and minor points at 
issue could be readily resolved. 


The imminence of its adoption, coupled 
with the profound influence of these correc- 
tives in the present state tax conflicts, prompts 
the inclusion of the proposed formula. To 
the tax practitioner, the implications and 
novelty are apparent in the formula which 
follows: 

“(a) Any tax imposed upon an air carrier 
by a State, or by its several subdivisions, 
on, or measured by, the value of the car- 
rier’s operating property, its operating reve- 
nues, its net income from operations, or its 
capital stock (or capital stock plus indebted- 
ness) representing investment in its operating 
property, is hereby declared to be an undue 
burden on interstate commerce and shall 
be unlawful to the extent that it is imposed 
upon a fraction of the total operating prop- 
erty, operating revenues, net income from 
operations, or capital stock (or capital stock 
plus indebtedness) representing investment 
in operating properties in excess of the 


‘House Document 141, 79th Congress. 
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fraction last allocated to such State under 
the provisions of this Act: Provided, That 
real property and tangible personal property 
permanently located within a State or a 
subdivision thereof shall have a situs in that 
State or subdivision within which it is located 
without regard to such fraction and the 
allocation formula shall be applied to all 
other operating property. 


“(b) For taxes on, or measured by, operat- 
ing property, operating revenues, or capital 
stock (or capital stock plus indebtedness) 
representing investment in operating prop- 
erties, the allocation formula for the dis- 
tribution of the taxable base for any air 
carrier shall be comprised of three factors, 
weighted as hereinafter indicated: 


“(1) The sum of its passenger, freight, 
and express tonnage originating in the State 
and its passenger, freight, and express ton- 
nage terminating in the State, divided by 
twice the total passenger, freight, and ex- 
press tonnage carried by it, with a weight 
of two; 

“(2) The sum of its passenger, freight, 
and express revenues originating in the State, 
divided by its total originating passenger, 
freight, and express revenues, with a weight 
of two; and 

“(3) Scheduled aircraft arrivals in the 
State and aircraft departures from the State 
(both equated according to the size of the 
plane), divided by its total equated sched- 
uled aircraft arrivals and departures, with 
a weight of one. 

“(c) For taxes on, or measured by, net 
income, the allocation formula for the dis- 
tribution of the taxable base shall be com- 
prised of three factors, weighed as hereinafter 
indicated: 


“(1) The sum of its passenger, freight, 
and express tonnage originating in the State 
and its passenger, freight, and express ton- 
nage terminating in the State, divided by 
twice the total passenger, freight, and ex- 
press tonnage carried by it, with a weight 
of two; 

“(2) The sum of its passenger freight, and 
express revenues originating in the State, 
divided by its total originating passenger, 
freight, and express revenues, with a weight 
of two; and 

“(3) Wage and salary payments to per- 
sons employed by it within the State (exclu- 
sive of payments to flight crews), divided 
by its total wage and salary payments (ex- 
clusive of payments to flight crews), with 
a weight of one.” 


(Continued on page 1213) 
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A POOR RiSK 


By HAROLD C. WILKENFELD 


The author, a former Tax Court attorney, is associated in tax practice in 
Chicago and Milwaukee with George J. Laikin 


{ UCH NATIONAL PUBLICITY has 
| been given recently to the idea that 
employers could effect considerable savings 
by paying high salaried employees on a 
“net” salary basis, the employer agreeing 
to pay the employee’s income tax. The 
illustrations run something like this: An 
executive whose salary is $70,000 per year 
pays an aggregate normal tax and surtax 
of about $40,000, at current rates, leaving 
him with take-home pay of about $30,000. 
The employer agrees to pay the executive 
a salary of $30,000 and assumes the obliga- 
tion to pay the income tax on his salary. 
The tax on $30,000 is about $12,500. It 
would appear that the employer pays $42,500, 
instead of $70,000 (saving $27,500), while 


the executive’s take-home pay is unaffected. : 


This saving appears so considerable and the 
method of effecting it so simple that many 
employers must be considering a changeover 
to the net salary method and others already 
must have put it into effect. But there are 
grave dangers that those who adopt this 
method not only may effect no saving but 
may actually sustain a loss. 

Our whole approach to this problem must 
be tempered by. the certainty that the Bureau 
of Internal Revenue will fight it vigorously. 
The recent magazine and newspaper pub- 
licity which has been given to the savings 
supposedly resulting from this method of 
payment, must have tempted many employers. 
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The problem is a national one and it can be 
expected that the Treasury will attempt to 
solve it nationally rather than by a case 
to case approach. 


It should be remembered that the United 
Nations and other international organiza- 
tions, such as the World Bank, are paying 
their employees on a net salary basis, in 
order to equalize their pay. Although the 
international organizations are themselves 
tax-free, their assumption of the obligation 
to pay the tax on the salaries of their Ameri- 
can employees has subjected them to the 
possibility of the pyramiding of the tax. 
Under present rulings, payment by the em- 
ployer of an employee’s tax, represents addi- 
tional income to the employee, which is itself 
subject to tax. This results in a pyramiding 
of tax on tax, the apex of the pyramid being 
a fraction of less than half a cent. 


Some Relief Probate 


It is not unreasonable to anticipate that 
some legislative relief to remove this tax 
burden will be extended to the international 
agencies. Otherwise, a sizable portion of 
the United States contribution to these in- 
ternational organizations would be return- 
ing to it as tax. Wecan be certain that any 
special relief legislation will be so worded 
as to eliminate completely any possible ad- 
vantage which ordinary employers might 
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hope to derive from the net salary method. 
While dealing with the problem, the Treas- 
ury will certainly seek a complete solution. 


More important, for the present, than the 
possibility of future legislation, is the fact 
that the net salary method is subject to 
attack under the present law. Starting with 
the proposition that the employee receives 
additional income when the employer pays 
his tax, the pyramiding of tax on tax can 
be computed by the use of a mathematical 
formula. The computation demonstrates 
that the total outlay by the employer, all 
other things being equal, would be a gross 
sum with respect to any one taxable year 
equal to what the employer would have paid 
out in the first instance had the employee 
paid his own tax. In pre-pay-as-you-go 
days, there might have been a saving in the 
early years because the sum of basic net 
salary plus tax on tax would not approach 
the gross salary payable under the usual 
and conventional method until after the third 
year. Individuals are now on a current tax 
payment basis and the greater portion of the 
tax is payable in the same year in which 
the income is received. There may be some 
leeway here, depending upon how the em- 
ployee fills in his declaration of estimated 
tax; but, in any event, by the second year 
the pyramiding would reach its apex and 
any saving would be lost. 


What are the possibilities of a saving in 
the first year? A storm signal already has 
been raised. Word from Washington is that 


“Net” Salaries—A Poor Risk’ 


the Treasury Department is now drafting a 
ruling which would hold that “wherever an 
employer agrees to pay an employee on a 
basis of income after taxes, the salary in- 
volved will be taxed on the gross amount 
the employee would have received normally 
to realize the same take-home pay.”? Such 
a ruling appears to be theoretically sound. 
In view of the judicial attitude toward tax 
minimization devices, the ruling probably 
would receive sympathetic treatment in the 
courts. 


Treasury Position Indicated 


The Treasury has already indicated an in- 
clination to take the position that all of the 
tax on tax, etc., should be pyramided in 
the same year in which the net salary is 
paid. One such case, involving different 
facts but nevertheless displaying keen Treas- 
ury awareness of this specific problem, went 
as far as the United States Circuit Court 
of Appeals for the Ninth Circuit, where the 
Treasury lost, but under circumstances 
which do not eliminate the possibility of 
immediate pyramiding in other cases. 


The case referred to is Rogan v. Mertens? 
decided February 13, 1946. One of the is- 
sues was whether a mathematical formula 
could be used to pyramid all of the tax in 
the first year. Mertens was a French actor 
who came to this country to play in “The 
Great Waltz.” Loew’s, Inc., undertook to 
pay him a net salary, free of taxes. Although 
Mertens was on the cash basis, the govern- 
ment took the position that the special pro- 
visions of the Internal Revenue Code, appli- 
cable to aliens about to leave this country,? 
put him on the accrual basis and that his 
income for the year of departure had tc 
include all income taxes which Loew’s, Inc., 
would have to pay in the future under its 
agreement. To compute these future taxes, 
a mathematical formula was advanced, the 
net effect of which was to eliminate any sav- 
ings so far as Loew’s was concerned. The 
tax computed under the formula was equal 
to what Mertens would have paid upon a 
gross salary sufficient to give him a take- 
home pay equal to what he actually received. 


Critical of Formula 


The Ninth Circuit was very critical of this 
formula. It said that there was no basis 
for treating the future taxes as having been 





1-United States News, Vol. 21, No. 17, p. 50 
(October 25, 1946). 

2153 F. (2d) 737 (CCA-9). [46-1 ustc {| 9173]. 

3 Section 146, I. R. C. 
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constructively received by Mertens; that he 
was not on an accrual basis under the stat- 
ute; and that contingencies which might 
arise in future years nullified the assump- 
tions underlying the formula.* Irrespective 
of its merits, the Mertens case is distinguish- 
able from our present situation in material 
respects, which prevent us from relying upon 
it too strongly. The case involved 1938, 
which was before passage of the Current Tax 
Payment Act. Consequently, Loew’s obli- 
gation to pay Mertens’ tax for 1938 would 
not normally mature until 1939, and so on 
for each successive year. At least this seems 
to be the theory upon which the court de- 
cided the case. However, this argument 
does not apply under the pay-as-you-go sys- 
tem, which furnishes a much stronger basis 
for treating all of the tax as payable in 
the same year in which the net salary is 
paid. 


Common Practice in Hollywood 


Another important element which makes 
our case weaker than the Mertens case, is 
that payment of salaries on a net, tax-free 
basis has been fairly common in the motion 
picture industry, where it is apparently con- 
sidered necessary in order to induce foreign 
actors to come to this country. These 
actors might have to pay taxes in their home 
countries or they might not wish to be sub- 
ject to the vagaries of our income tax law. 
At any rate, they might refuse to come here 
unless the studio pays the tederal taxes. 
Consequently, there is a valid business pur- 
pose, aside from any potential savings for 
the employer, for this type of contract. 

We could not say that here. We can 
anticipate that most corporations that might 
wish to jump on the net salary band-wagon, 
would be closely held corporations. It would 
be difficult to argue in such a case that the 
arrangement was necessary in order to in- 
duce the employee, who might also be the 
controlling stockholder, to stay on the job. 
The transparency of the changeover as a 
tax-saving device, with no business purpose 
to support it, makes it particularly vulnerable.® 

Coupled with the danger that the Treas- 
ury might issue a ruling which would elimi- 


* The fact that the government did not peti- 
tion for certiorari is of no consequence. 

*On the question of disregard of corporate 
transactions found to be lacking in business 
purpose, watch Adams v. Commissioner, 155 F. 
(2d) 246 (CCA-3) [46-1 ustc § 9238], and Bazley 
v. Commissioner, 155 F. (2d) 237 (CCA-3) [46-1 
ustc { 9237], in both of which certiorari was 
granted by the Supreme Court on October 14, 
1946, 
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nate any immediate saving, there is also the 
possibility that the Treasury might take the 
position in particular cases that the com- 
pensation paid to the employee, which would 
include the pyramided tax, is unreasonable 
and excessive. Thus, the employer would 
be out a considerable sum which it would 
be prevented from deducting as an ordinary 
and necessary business expense. ‘The likeli- 
hood of this happening to closely held cor- 
porations is good. 


Furthermore, the Treasury could disallow 
the deduction, to the extent allocable to 
employee’s taxes paid by the employer, on 
the ground that it is a gratuitous assumption 
by the employer of the obligations of an- 
other without a valid business purpose, and 
that it is not an ordinary and necessary 
business expense. This approach has con- 
siderable support in the cases.° 


Deduction Not Allowed 


To illustrate this argument, we reier 
briefly to Interstate Transit Lines v. Com- 
missioner.” There, the taxpayer organized 
a subsidiary to handle the taxpayer’s bus 
operations in a state in which the taxpayer 
was not permitted to do an intrastate busi- 
ness. The taxpayer was contractually obli- 
gated to pay the subsidiary’s operating 
deficit and it did so. Its attempt to deduct 
the payments as ordinary and _ necessary 
business expenses was disallowed. The Su- 
preme Court said: 


a6 


The mere fact that the expense was 
incurred under contractual obligation does 
not of course make it the equivalent of a 
rightful deduction under Sec. 23(a). That 
subsection limits permitted deductions to 
those paid or incurred ‘in carrying on any 
trade or business.’ The origin and nature 
and not the legal form, of the expense 
sought to be deducted, determines the appli- 
cability of the words of Sec. 23(a). Deputy 
v. DuPont, supra, 308 U. S. 494, 60 S. Ct. 
366, 84 L. Ed. 416. It was not the business 
of the taxpayer to pay the costs of operating 
an intrastate bus line in California. . . . As 
the Circuit Court pointed out, the assump- 
tion of the deficit was not dependent upon 
a corresponding service or benefit rendered 
to the petitioner by Stages in connection 
with petitioner’s business.” 

® Deputy v. duPont, 308 U. S. 488 [40-1 uste 
9161] Interstate Transit Lines v. Commis- 
sioner, 319 U. S. 590 [43-1 ustc {| 9486]; T'rans- 
portation Service Associates v. Commissioner, 


149 F. (2d) 354 (CCA-3) [45-1 ustc § 9292]. 
7 Supra. 
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Similarly, the fact that here the employer’s 
payment of the employee’s tax is assumed 
contractually would seem to be of little 
significance. 


Salary Method Dangerous 


From what has been said, it must be ap- 
parent that the net salary method of paying 
executives is fraught with danger. Not only 
may the employer be deprived of any saving, 
but also a large portion of the amount paid 
out may be thrown back into income as a 
disallowed deduction. Offset this against 
the possible saving if the gamble should 
succeed, and you will see that it is nowhere 
as great as the optimistic writers have made 
it appear. The pay-as-you-go system cuts 
down the saving considerably by reason 
of pyramiding of tax which must take place 
in the first year. Ifa few thousand dollars 





ee 


are saved in the first year, they would be 
taxed as corporate income, probably at the 
top thirty-eight percent rate. If the em- 
ployee has outside income, the tax assumed 
for him by the corporation would probably 
be taxed in the employee’s highest brackets. 
The amount saved, if any, would probably 
go into surplus and the possibility that it 
might be taxed again as an unreasonable 
accumulation under Section 102 should be 
foreseen. If it is distributed as a dividend, 
and the employee involved is a major stock- 
holder, it would be taxed to him anyway 
and the whole purpose of the scheme would 
fail. 

Taking all these factors into considera- 
tion, we must conclude that payment of 
salaries on a net basis, solely for the purpose 
of saving taxes, is too risky a gamble for 
any conservative business to take. 

[The End] 


WITHHOLDING Ill—'‘Wages’’ Defined 


For purposes of withholding income tax at the source, the term “wages” 
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means all remuneration, whether in cash or goods (with certain exceptions listed 
in Withholding IV, p. 1157) paid by an employer to an employee for services per- 
formed. For this purpose, the word “wages” is used to cover all types of em- 
ployee compensation, including payments commonly called wages, salaries, fees, 
bonuses, commissions, and retired pay. It is immaterial whether payments are 
based on the hour, day, week, month, year, or on a piecework or percentage ar- 
rangement. 

Wages paid in any form other than money are measured by the fair market 
value of the merchandise, stocks, bonds, room or board, or other consideration 
given the employee in payment for his services. If, however, living quarters 
or meals are furnished to an employee for the convenience of the employer, then 
the value of the room and board is not wages. 

Where wages are paid in property other than money, the employer should 
make necessary arrangements to insure that the tax is available for payment to 
the collector. 

Tips or gratuities paid directly to an employee by a customer and not ac- 
counted for to the employer are not subject to withholding. 

Compensation for services paid after the death of an employee to his estate 
or beneficiaries is not subject to withholding. 

Amounts paid specifically—either as advances or reimbursements—for travel- 
ing or other bona fide ordinary and necessary expenses incurred or reasonably 
expected to be incurred in the business of the employer are not wages and are 
not subject to withholding. Traveling and other reimbursed expenses must be 
identified either by rnaking a separate payment or by specifically indicating the 
separate amounts where both wages and expense allowances are combined in a 
single payment. 

Generally, pensions and retired pay are wages. However, amounts paid an 
employee upon retirement which are taxable as annuities under Section 22 (b) (2) 
of the Internal Revenue Code are not wages subject to withholding. Retired 
pay for service in the military or naval forces of the United States constitutes 
wages unless the person was retired because of personal injuries or sickness 
resulting from active service in such forces. 

Vacation allowances, dismissal or severance pay, and amounts paid to em- 
ployees absent in the armed services also are wages. 





.. 1S LOSS ON SALE OF REAL PROPER 


By NATHANIEL SILVERMAN 


Mr. Silverman is an attorney and certified public 
accountant of New York City 


bee ONLY ISSUE submitted for deci- 
sion in the Leland Hazard case, promul- 
gated July 16, 1946, and reported in 7 TC—, 
No. 44 [CCH Dec. 15,273], is whether a loss 
sustained on the sale of improved real estate, 
formerly occupied by the petitioner as a 
residence, is fully deductible as an ordinary 
loss or subject to a limited deduction as 
a long-term capital loss. The facts show 
in substance, among other things, that in 
in 1930 the petitioner purchased a residence 
in Kansas City, Missouri, which he and his 
family occupied until July 1, 1939, when 
they moved to Pittsburgh; that during the 
year 1943 and for several years prior thereto, 
the petitioner was employed as general coun- 
sel for a company in Pittsburgh, to which 
he devoted his entire time and for which 
he received a salary; that on or about Janu- 
ary 1, 1940, the petitioner listed this prop- 
erty with real estate agents for rent or for 
sale; that early in 1940 the property was 
rented for $75 per month and was contin- 
uously rented until sold on November 1, 
1943; that during the time the property was 
rented it continued to be listed for sale; 
that in his federal income tax returns for 
the years 1941, 1942 and 1943, the petitioner 
claimed and was allowed depreciation on 
the buildings; and that the petitioner sus- 
tained a net loss of $6,844.92 on the sale 
of the property, which he claimed as a de- 
duction in full, whereas the Commissioner 
of Internal Revenue determined the loss 
sustained allowable as a long-term capital 
loss to the extent of $1,000 with a capital 
loss carry-over of $2,422.46. The opinion 
of Judge Leech is quoted in part as follows: 


Hazard Opinion 


“The sole question presented is the extent 
the loss of $6,844.92, sustained by the peti- 
tioner, an attorney at law, on the sale of 
his former residence in Kansas City, is 
deductible for income tax purposes. Peti- 
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tioner contends that the total net loss is 
deductible under section 23 (e) (1) of the 
Internal Revenue Code ... The respond- 
ent has determined the property in question 
was a capital asset, on the ground that it 
was not used in petitioner’s trade or busi- 
ness, and therefore restricted the deductible 
loss on its sale in accordance with the limi- 
tations provided in section 117 of the Code, 
as amended by the Revenue Act of 1942. 
Prior to the Revenue Act of 1942 the estab- 
lished rule followed by this and other courts 
over a long period was that residential im- 
provements on real estate converted into 
income-producing property are property 
‘used in the trade or business of taxpayer’ 
regardless of whether or not he engaged in 
any other trade or business, and are there- 
fore excluded from the definition of ‘capital 
assets’ as defined by section 117 (a) (1). 
John D. Fackler, 45 BTA 708 [CCH Dec. 
12,169] (and cases therein cited); affd., 133 
F, (2d) 509 [43-1 ustc 79270]; N. Stuart 
Campbell, 5 TC 272 [CCH Dec. 14,614]; 
George S. Jephson, 37 BTA 1117 [CCH Dec. 
10,066]. The undisputed facts bring the 
instant case within that rule. Thus unless 
the amendments contained in the Revenue 
Act of 1942 require a change in the rule, 
the petitioner’s position must be upheld. 
While the Revenue Act of 1942 amended 
section 117 in several respects, those here 
material are contained in respects, those 
here material are contained in section 151 (a) 
and (b) of the Act, . . . made applicable 
by section 101 to taxable years beginning 
after December 31, 1941. Section 151 (a) 
excludes from the definition of capital assets 
‘real property used in the trade or business 
of the taxpayer.’ The purpose of this amend- 
ment was to obviate the difficulty of allo- 
cating the capital gains and losses between 
the land and buildings; the land theretofore 
having been treated as a capital asset and 
the improvements as non-capital assets... 
We find nothing in this amendment indicative 
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ADINARY OR LONG-TERM CAPITAL LOSS? 


of an intent by the Congress to change the 
rule established by the Fackler case, supra. 
Section 151 (b) of the 1942 Act added the 
new section [117] (j) covering, as its title indi- 
cates, ‘Gains and Losses From Involuntary 
Conversions and From the Sale or Ex- 
change of Certain Property Used in the 
Trade or business.’ This section provides 
for special treatment where gains exceed 
losses from involuntary conversions and from 
the sale of certain property used in a 
trade or business. Such gains are treated 
as capital gains. This is a relief provision 
for the benefit of such taxpayers as come 
within its provisions. . . . Losses in excess 
of gains in respect to such property are 
still treated as ordinary losses allowable in 
full. We, therefore, find nothing in section 
[117] (3), or any other amendment contained 
in the 1942 Act, which indicates to us that 
Congress intended that real estate such as 
here involved, which at the time of its sale 
was devoted to producing income, and on 
which depreciation was allowed under sec- 
tion 23 (1), should be treated as a capital 
asset, except under the special circumstances 
contained in section 117 (j) which are not 
present in the instant case. The respondent 
refers us to a portion of Regulations 111, 
section 29.117-1, which provides: 


“we 


. Property held for the production of 
income, but not used in a trade or business 
of the taxpayer, is not excluded from the 
term “capital assets” even though deprecia- 
tion may have been allowed with respect 
to such property under section 23 (1) prior 


to its amendment by the Revenue Act of 
42. aS 


“The property here, however, was ‘used 
in the trade or business of the taxpayer.’ 
The quoted Regulation, by its terms, specif- 
ically excludes such from its purview. We 
conclude that petitioner’s Kansas City real 
estate, formerly occupied as his residence, 
was not a ‘capital asset’ at the time of its 
sale. Petitioner is, therefore, entitled 
to a deduction of the total net loss of 
$6,844.92, as an ordinary loss under section 
23 (1) of the Internal Revenue Code.” 

In substance, the above-quoted opinion in 
the Hazard case appears to hold that a 


Ordinary or Long-Term Capital Loss 





parcel of residential property held by the 
taxpayer for the production of income and 
formerly occupied by him and his family, 
having an adjusted cost or other basis of 
$23,402.62, producing rent income of $75 
per month, and sold for $18,500, constitutes 
carrying on a business by the taxpayer. 

On the other hand, in the Eugene Higgins 
case, promulgated May 24, 1939, and re- 
ported in 39 BTA 1005 [CCH Dec. 10,710], 
the petitioner owned twenty-six pieces of 
real estate in the Borough of Manhattan, 
City of New York, and three undeveloped and 
vacant plots elsewhere, all valued at approxi- 
mately $10,000,000. In addition thereto, he 
owned securities of approximately $26,000,000 
in value, comprising approximately $16,000,000 
in non-taxable securities and approximately 
$10,000,000 in taxable securities. The peti- 
tioner maintained an office and several em- 
ployees in New York City and another office 
adjacent to his residence in Paris, France, 
wherein he had one employee. The principal 
activity of his New York City office was 
the management of his real estate, and the 
Commissioner of Internal Revenue admitted 
that the real estate activities of the peti- 
tioner from his New York City office con- 
stituted trade or business. 


The only issue for determination was the 
propriety of certain deductions claimed as 
ordinary and necessary expenses paid or 
incurred in carrying on trade or business 
under Section 23 (a) of the Revenue Act 
of 1932. For the vear 1932, the petitioner 
claimed a deduction of $76,498.37, of which 
the Commissioner, contending that invest- 
ment in securities was not trade or business, 
disallowed $38,487.41; for the year 1933, the 
petitioner claimed a deduction of $74,502.26, 
of which the Commissioner disallowed 
$48,802.35. In his income tax return for 
1932, the petitioner reported total gross in- 
come amounting to $380,394.06, of which 
$209,597.26 was from rents and royalties. 
In his income tax return for 1933, he re- 
ported total gross income amounting to 
$344,625.04 of which $173,622.81 was from 
rents and royalties. The petitioner purchased 
securities in the total sum of $675,000 in 
1932 and, in 1933, in the total sum of 
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$1,052,000. Books were not kept separately 
for the real estate enterprises as distin- 
guished from the investments in securities, 
the matters all being in one set of books 
with separate accounts. A record was kept 
of the various securities to see whether in- 
terest and dividends were received. The 
weekly report to the petitioner included 
information with respect not only to the 
real estate, but also with respect to the 
securities. Tax-exempt securities required 
a considerable item on the reports made in 
the first quarterly months of the year, but 
the other securities were more of an item 
on the weekly report. The annual report, 
consisting of sixteen pages, gave the indi- 
vidual return for each individual investment. 
Three solid pages were devoted to real es- 
tate, and the rest represented matters con- 
cerning the petitioner’s securities. The 
opinion of Judge Disney is quoted in part 
as follows: 


Higgins Opinion 


“Respondent admits that the real estate 
activities of petitioner from his New York 
office constituted trade or business. The 
question before us, whether activity in in- 
vestments constitutes trade or business within 
section 23 (a) of the Revenue Act of 1932, 
has been variously answered under various 
circumstances, and of course is to be viewed 
in the light of the facts involved in each 
proceeding. The petitioner . . . em- 
ployed others, largely to carry on his real 
estate business, as to which deductions are 
admitted by the respondent as allowable, 
and in a lesser degree simply to ‘keep ac- 
counts,’ to receive for deposit, keep records 
of, and report to him upon investments 
which he made... in securities obviously 
selected for their attributes as investments 
and not primarily from the angle of profit 
and loss in dealing actively therein. There 
was no contention that he was a dealer in 
securities. Considering this proceeding 
upon the facts involved, . . . we conclude 
that the activities of the petitioner did not 
constitute the carrying on of a trade or 
business within the purview of section 23 (a) 
of the Revenue Act of 1932. We hold there- 
fore that the petitioner is not entitled to 
deduct expense incurred on account of in- 
vestments in securities, stocks, and bonds.” 


Deductible Expenses 


The Higgins case, supra, was affirmed by 
the United States Supreme Court, decided 
February 3, 1941, and reported in 312 U. S. 
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212 [41-1 ustc § 9233]. The effect of that 
case was to establish finally the proposition 
that, even though income from investments 
was taxable, expenses in connection there- 
with were not deductible under Section 23 
(a) (1) of the Code because they were not 
paid or incurred in carrying on any trade 
or business. To remedy this situation, Sec- 
tion 121 (a) of the Revenue Act of 1942, 
among other things, amended Section 23 
of the Code by adding Section 23 (a) (2), 
thereby authorizing deduction of non-trade 
or non-business expenses, as follows: 


“In the case of an individual, all the 
ordinary and necessary expenses paid or 
incurred during the taxable year for the 
production or collection of income, or for 
the management, conservation, or mainte- 
nance of property held for the production 
of income.” 


Deduction for Depreciation 


At the same time, Section 121 (c) of the 
Revenue Act of 1941 amended Section 23 (1) 
of the Code, relating to deduction for depre- 
ciation, to read as follows: 


“A reasonable allowance for the exhaus- 
tion, wear and tear (including a reasonable 
allowance for obsolescence)—(1) of prop- 
erty used in the trade or business, or (2) 
of property held for the production of in- 
come i 


Before the 1942 amendment, Code Section 
23 (1) did not authorize deduction for de- 
preciation of property held for the produc- 
tion of income and read as follows: 


“A reasonable allowance for the exhaus- 
tion, wear and tear of property used in the 
trade or business, including a reasonable 
allowance for obsolescence.” 


Section 121 (d) of the 1942 Act provides 
that Code amendments made by Section 121 
shall be applicable to taxable years begin- 
ning after December 31, 1938. (The In- 
ternal Revenue Code was approved by the 
President on February 10, 1939.) Section 
121 (e) of the 1942 Act provides that, for 
the purposes of the Revenue Act of 1938 or 
any prior revenue act, the amendments made 
to the Internal Revenue Code by Section 121 
of the 1942 Act shall be effective as if they 
were a part of this revenue act on the date 
of its enactment. Thus, it appears that the 
1942 amendments authorizing deduction of 
non-trade or non-business expenses, includ- 
ing depreciation of property held for the 
production of income, were made applicable 
to all prior years. In this connection, it 
is noted that the opinion in the Hazard case 
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does not make any mention of or reference 
to the amendments made by Section 121 of 
the 1942 Act, wherein and whereby Congress 
recognized property held for the production 
of income as distinguished from property 
used in the trade or business. 


Income-Producing Property 


As to depreciation claimed and allowed 
in the Hazard case, for the years 1941, 1942 
and 1943, it does not appear to be controlling 
for the purpose of establishing that the resi- 
dential property involved therein was used 
in the taxpayer’s trade or business in view 
of the fact that the amendments made by 
Section 121 of the 1942 Act specifically 
authorized deduction for depreciation of 
property held for the production of income, 
retroactively applicable to all prior years; 
whereas, prior to the 1942 amendments de- 
duction for depreciation was authorized only 
with respect to property used in the trade 
or business. Obviously, the 1942 amend- 
ments to Code Sections 23 (a) and 23 (1) 
at least afford some support for the portion 
of Regulations 111, Section 29.117-1, quoted 
from the opinion in the Hazard case, as 
follows: 

“Property held for the production of in- 
come, but not used in a trade or business 
of the taxpayer, is not excluded from the 
term ‘capital assets’ even though depreciation 
may have been allowed with respect to such 
property under section 23 (1) prior to its 
amendment by the Revenue Act of 1942.” 





In this connection, it is interesting to note 
again a portion of the opinion in the Hazard 
case hereinbefore quoted as follows: 

“We, therefore, find nothing in section 
(j), or any other amendment contained in the 
1942 Act, which indicates to us that Con- 
gress intended that real estate such as here 
involved, which at the time of its sale was 
devoted to producing income, and on which 
depreciation was allowed under section 
23 (1), should be treated as a capital asset, 
except under the special circumstances con- 
tained in section 117 (j) which are not 
present in the instant case.” (Italics added.) 

In conclusion, there remains to be recon- 
ciled: (1) the decision of the Tax Court 
in the Hazard case holding in substance 
that one parcel of residential property held 
for the production of income ($75 per 
month) and sold in 1943 for $18,500, consti- 
tutes the carrying on of a business, with 
(2) the decision of the Board of Tax Ap- 
peals in the Higgins case, affirmed by the 
United States Supreme Court, holding in 
substance that securities held for the pro- 
duction of income, valued at approximately 
$26,000,000, do not constitute the carrying 
on of a business. In any event, taxpayers 
who claimed deductions for limited long- 
term capital losses sustained on the sale of 
real property held for the production of 
income, instead of claiming deductions for 
the full amount of loss sustained, might 
consider filing timely protective claims for 
refund on the authority of the Hazard case. 


[The End] 


————— eee 


WITHHOLDING IV—Exempt Wage Payments 


Certain classes of wage and salary payments are exempt from withholding. 
Payments which are exempt from withholding consist of remuneration paid: 

(a) For services performed as a member of the military or naval forces of 

the United States, other than pensions and retired pay includible in 


gross income; 
(b) For agricultural labor; 


(c) For domestic service in a private home, local college club, or local chapter 
of a college fraternity or sorority; 

(d) For casual labor not in the course of the employer’s waite or business; 

(e) For services by a citizen or resident of the United States for a foreign gov- 
ernment or for the government of the Commonwealth of the Philippines; 

(f) For services performed by a nonresident alien (Exception: Residents 
of Canada or Mexico who enter and leave the United States at frequent 
intervals are subject to withholding on any wages earned in this country 
unless employed in transportation service between their country and 


this country) ; 


(g) For services for an employer performed by a citizen or resident of the 
United States while outside the United States if the major part of the 
services for such employer during the calendar year is to be performed 


outside the United States; 


(h) For services performed as a minister of the gospel, or 
(i) As fees (but not salaries) to a public official. 


Ordinary or Long-Term Capital Loss 
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By HARRY W. WOLKSTEIN 


.. GOOD 
WW Seeks. ss 


.. in Federal 


Income Taxation, 


1913 to 1946 


YOOD WILL results from public patron- 
age in a business enterprise. It arises 
from local position in the community, the 
advantages gained from reputation, affluence 
and punctuality, “or from other accidental 
circumstances or necessities or even from 
ancient partialities or prejudices.” It in- 
volves every advantage derived by a pro- 
prietor from conducting his business, “whether 
connected with the premises in which the 
business is conducted, or with the name under 
which it is managed, or with any other mat- 
ter carrying with it the benefit of the busi- 
ness.” (28 CJ 729, Section 1, Black’s Law 
Dictionary.) An important factor in the de- 
velopment and growth of good will is long- 
continued business under the same or similar 
name and in the same community. But the 
mere fact that a business of the same kind 
has been operating in the same locality for 
a long time will not be conclusive of the 
existence of good will in the absence of de- 
tailed facts from which to determine its 
existence and fix a value therefor. It at- 
taches to the business and is subject to sale 
as a part thereof. 

Lord Eldon has defined good will as 
“nothing more than the probability that 
the old customers will resort to the old place.” 
(Cruttwell v. Lye, 17 Ves. Jun. 335, 34 Eng. 
Rep. 129, 1810.) However, the United States 
Supreme Court has thought this to be too 
narrow a view, and has indicated that the 
term involves every positive advantage ac- 
quired by the firm in the progress of its 


The author is a certified public accountant 
in New York and New Jersey 


business, “whe:her connected with the prem- 
ises in which the business was previously 
carried on, or with any other matter carry- 
ing with it the benefit of the business.” 
(Menendez v. Holt, 128 U.S. 514, 522 (1888).) 
The Treasury Department has implied that 
the term involves not only the ordinary and 
technical meaning but also includes intan- 
gible value, which always attaches to a more 
than usually profitable enterprise by reason 
of its proved earning capacity. (A. R. R. 
252, TB 34-20-1143.) The expectation of 
good business and the realization thereof 
in subsequent years do not constitute good 
will. 


Distinguished from Other Assets 


Good will value must be segregated and 
distinguished from the value inherent in 
other tangible and intangible assets. It can- 
not be transferred apart from the assets 
of the business since it attaches to. the 
location of the business, to the list of cus- 
tomers or to other elements of value in 
the business or going concern. A trade mark 
which may identify good will whereby it be- 
comes known to the public is an expression 
or symbol of part or all of the good will of 
a business using the trade mark; but apart 
from identification of the good will it is 
of no value. The monopoly of a company 
in the use of its trade name is a valuable 
right predicated upon advertising. 

Ability, skill, experience, acquaintanceship, 
personal characteristics or qualifications do 
not constitute good will as an item of prop- 
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erty. Where the petitioner built up a consider- 
able clientele, and business acquaintanceship 
followed him in his various business enter- 
prises, it was held that this personal fol- 
lowing did not constitute good will. (Otto 
Braunwarth, 22 BTA 1008 [CCH Dec. 6838].) 


Categories 


Good will may be divided into three fun- 
damental categories. Commercial good will 
relates to the favorable opinion of customers. 
Industrial good will involves the desire of 
employees to work for one employer instead 
of other employers in competition therewith. 
Financial good will indicates the favorable 
attitude of creditors and investors. (J. Miles, 
The Treatment of Good Will in Federal In- 
come Taxation, December, 1935.) 


Determination and Valuation 


No uniform rule may be set down with 
respect to either the existence or valuation 
of good will. The business as a whole must 
be examined in the light of its history. Some 
of the factors which are considered in this 
connection are the length of time the busi- 
ness has been conducted, reputation, devel- 
opment of processes and patents, and past 
earnings. The nature of the business, its 
stability with respect to earning power, and 
the demand for its products are also con- 
sidered. If the company has been consistently 
losing money, the value of good will is neg- 
ligible. Although a similar business has been 
operated in the same place for a long period 
of time, this alone is not conclusive of the 
existence of good will. It is proper to ex- 
clude the value of good will from considera- 
tion in determining the value of the property 
of a company maintaining a monopoly such 
as a gas company possesses. 

The actual value of property on March 
1, 1913, cannot be determined by means of 
theoretical computation since it signifies the 
worth of the property and arises from de- 
mand or earning power, and is, of course, 
affected by financial conditions. Fair mar- 
ket value cannot be determined by any 
definite formulae and the question is one of 
fact. It is stated to be “the price which a 
ready buyer not compelled to buy would 
pay, and a ready seller not compelled to 
sell would take.” (Crawford v. Helvering, 
70 F. (2d) 744 (CA of DC 1934) [1934 CCH 
{9214].) The value of good will has been 
determined from all the facts, and the bur- 
den of proof is upon the taxpayer to prove 
the actual cash value of the intangible prop- 


Good Will 


erty. In determining its value, book value 
is of little weight, but book entries will be 
considered. The value of good will has been 
determined by that contained in a partner- 
ship agreement settling future arrangements 
among the partners. (Nigel Leslie Campbell, 
1 BTA 441 [CCH Dec. 163].) 

It is important to note that whatever 
property is worth for purposes of income 
and sale, it is worth for purposes of taxa- 
tion. However, the selling price of part of 
the total stock was not sufficient to establish 
the valuation of good will where there was 
no evidence as to past or future earnings, 
since the purchaser may have relied on the 
return from tangibles irrespective of going 
concern value. (H. R. DeMilt Company, 7 
BTA 7 [CCH Dec. 2472].) The valuation 
of stock will be determined not by mathe- 
matical computation and formulae but only 
after careful weighing of all the surround- 
ing facts and circumstances. (Eugene E. 
Hinkle, 47 BTA 670 [CCH Dec. 12,828].) 


Lump Sum for Entire Assets 


The amount paid for good will could not 
be ascertained where a lump sum was paid 
for the entire assets of the business in the 
absence of evidence determining the value 
of the tangible assets. (Westfield & Fall 
River Lumber Company, 4 BTA 135 [CCH 
Dec. 1460].) The evidence did not clearly 
distinguish between the intangible capital 
values inherent in a patent monopoly and 
the values pertaining to good will, where 
the businesses of two predecessor concerns 
were taken over by the taxpayer, and it was 
held that good will values were not estab- 
lished since such capital value must be es- 
tablished by evidence apart from the values 
inherent in other assets. (Nice Ball Bearing 
Company, 5 BTA 484 [CCH Dec. 1906].) 


In determining the investment in a con- 
cern as of March 1, 1913, the value of good 
will possessed by the business on that date 
should be added to that of the tangible as- 
sets. The March 1, 1913, valuation will be 
recognized as the invested capital in deter- 
mining gain on the sale of an existing busi- 
ness where the value of tangible and intangible 
assets on that date exceeded cost up to that 
time. Before including good will among 
asset values, the taxpayer must ascertain 
the valuation of good will. (Miles, op. cit.) 
Where the sales and profits of a business 
which had been in existence for almost fifty 
years had experienced a decline during a 
three-year period, the good will of the busi- 
ness had a value which could be included 
in its invested capital upon the basis of its 
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actual cash value at the time of acquisition 
by the new corporation. (Boggs & Buhl, 
Inc., 11 BTA 612 [CCH Dec. 3836].) The 
laws of a state did not permit capital stock 
to be issued for good will, trade names or 
patents; and the value of the good will of 
a corporation organized to take over a busi- 
ness which had been carried on for many 
years by an individual person was regarded 
as paid-in surplus rather than included in 
invested capital. (B. F. Sturtevant Company, 
75 F. (2d) 316 (CCA-1, 1935) [35-1 ustc 
1 9093 ].) 

In determining the value of good will, ap- 
praisals of the taxpayer are given little 
weight but may be considered as corrobora- 
tive evidence to a limited extent in estab- 
lishing value. The Commissioner will not 
give great weight to retrospective appraisals 
but will give them some weight when pre- 
sented with other evidence. 


Earnings 


The earnings ascribed to good will are 
fixed in the following way: (1) the average 
annual earnings of the business are deter- 
mined; (2) the value of the tangible assets 
is ascertained; (3) the earnings ascribed to 
the tangible property are deducted from the 
total net earnings; (4) the balance is cap- 
italized. 

Certain variables will affect the application 
of the above rule, namely: (1) the possibil- 
ity of ascribing all earnings over the return 
on tangible assets to good will; (2) the rate 
of return for tangibles; (3) the rate of cap- 
italization on balance of earnings; (4) the 
number of years to be used in averaging 
entire net earnings; (5) the years to pre- 
cede or antedate the date of valuation; (6) 
the exclusion of abnormal years in deter- 
mination of average annual earnings. 


In determining corporation earnings as- 
cribed to good will in accordance with the 
formula in A. R. M. 34 (CB 2, p. 31), federal 
income taxes may be deducted. But in 
making a determination with respect to earn- 
ings chargeable to good will pursuant to 
the same formula, an individual cannot de- 
duct such taxes. (A. R. R. 2954, CB IT-2, 
p. 202.) 


Attributing Earnings over Return 
on Tangibles to Good Will 


Good will value may sometimes be deter- 
mined by attributing a fair return to the 
tangible assets involved in the business and 
capitalizing the actual average net earnings 
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from operations in excess of this return on a 
reasonable percentage basis. This return must 
be determined from the facts in each case be- 
fore the average net earnings ascribed to 
intangibles are capitalized to determine good 
will value. The determination of this rate 
of return is, of course, a question of fact. 
In the case of St. Louis Screw Company, 2 
BTA 649 [CCH Dec. 773], the Tax Court 
stated that in determining the good will 
value of a corporation, an allowance is to be 
made for a ten per cent return upon the 
tangibles of a business before any portion 
of the earnings can be attributed to good 
will. 

No value could be ascribed to the good 
will of a business where the average earn- 
ings for five years did not indicate a fair 
return upon the tangible assets. However, 
the value of good will cannot be evidenced 
only by the earnings in excess of a reason- 
able return upon the tangible assets. (J/li- 
nois Merchants Trust Company, 4 BTA 103 
[CCH Dec. 1452].) Where it was difficult 
to determine what part of the earnings was 
attributable to, capital, tangible property, 
and work of the partners, or whether these 
items would not exhaust the net earnings, 
the partners’ salaries were deductible in 
determining the part of the earnings attribu- 
table to good will. (Sanderson et al. v. Com- 
missioner, 42 F. (2d) 160, (CCA-2, 1930) 
{1930 CCH J 9386].) A valuation of intan- 
gibles based upon the difference between 
the net book value of the tangibles at date 
of acquisition and the amount paid therefor 
has been considered fair and reasonable. 
Where a corporation acquired both good 
will and tangible assets at about the same 
time by the issuance of stock, it was held 
that by applying the ratio between the value 
of tangible assets acquired for common stock 
and the common stock issued for them, to 
the value of the common stock issued for 
intangibles, the fair market value of the 
good will when acquired would be reflected, 
based upon the value of the tangible assets 
determined by the parties. (Stephens Fuel 
Company, 13 BTA 666 [CCH Dec. 4385].) 


If a lump sum is paid for the assets of the 
business and there is no evidence to ascer- 
tain the value of the tangible assets, it is 
not possible to determine what, if anything, 
was paid for the good will. Nothing was 
paid for good will where value was based 
upon that of merchandise only and no good 
will or going-concern asset of value was 
purchased. (Marshall Field & Company, 14 
BTA 755 [CCH Dec. 4674].) Upon transfer 
of the physical assets of a business together 
with good will, the March 1, 1913 value of 
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the assets sold should include the amount 
representing good will, and if, upon adding 
this amount to the March 1, 1913 value of 
the assets sold, this amount exceeds the 
cost of the assets, the deductible loss is 
the difference between the cost and the sell- 
ing price. (Schilling Grain Company, 8 BTA 
1048 [CCH Dec. 2998].) 

Where stock was sold, the excess of the 
sale price over the book value of the tan- 
gible assets underlying the stock was at- 
tributed to good will. The value of good 
will of a business on March 1, 1913, should 
be added to the value of the tangible assets 
to determine the valuation of the investment 
in the concern as of that date. When the 
value of the total assets, both tangible and 
intangible, as of March 1, 1913, exceeds 
their cost up to that date, the March 1, 1913 
valuation is recognized as the invested cap- 
ital as of that date to determine gain on 
the sale of a going business. To include 
good will among the asset values, the tax- 
payer must establish a valuation for such 
good will. 


Rate of Return for Tangibles 


The rate of return in ascertaining earn- 
ings ascribed to tangibles must depend upon 
such factors as the period involved, the 
nature of the enterprise, the earning power 
stability, the presence or absence of com- 
petitors, the condition of the tangibles and 
their use, their economic life, the normal 
interest rate in the community, and the loca- 
tion of the property. The fair rate of re- 
turn on tangibles must be ascertained from 
the facts in each case before the average net 
earnings attributable to intangibles are cap- 
italized to determine good will value. The 
determination of this rate is a question of 
fact; hence, before determination of good 
will valuation pursuant to capitalization of 
earnings, a return of ten per cent upon the 
average tangible assets for the years prior 
to March 1, 1913, preferably not less than 
five years, should be allowed out of average 
earnings. If the purchaser of a business 
receives a small amount of physical assets 
and the elimination of a competitor, it is 
considered that the elimination of a competitor 
is not equivalent to good will acquisition. 


Rate of Capitalization 


on Balance of Earnings 

The rules for ascertainment of good will 
value differ widely. It may be determined 
by capitalizing the net earnings. Ordinarily, 
good will should not be capitalized on less 


Good Will 


than a five-year purchase basis: namely, the 
average net earnings in excess of a given 
per cent return upon tangibles should not 
be capitalized on less than a twenty per cent 
basis. The salaries of partners and officers 
of a corporation should be deducted in de- 
termining the part of the earnings attribu- 
table to good will. The fact that such off- 
cers were inadequately compensated for their 
services, and the question of whether suffi- 
cient depreciation was charged against the 
operating income of each year, have been 
commented upon. 


In determining net earnings, proper allow- 
ance must be made for such items as in- 
adequate salaries, inadequate depreciation, 
depletion or obsolescence. The rates of cap- 
italization with respect to a non-hazardous 
business are generally eight per cent and 
fifteen per cent, and in a hazardous business 
ten and twenty per cent. But the courts 
will not draw too fine a distinction in deter- 
mining the rates, since it is necessary to show 
a substantial amount of earnings in excess 
of a fairly reasonable return on tangibles. 
The average net earnings in excess of a ten 
per cent return upon tangibles were capital- 
ized on a twenty per cent basis in the follow- 
ing cases: brewery business, corporation 
engaged in development of an electrically 
driven mechanism, hardware business, wine 
and liquor dispensary, glass works and dredg- 
ing company. Decreasing earnings and in- 
creasing value of tangibles will have some 
effect upon the rates of capitalization. Where 
a corporation was engaged in the manufac- 
ture of harnesses, a non-hazardous industry, 
a 15.2 per cent rate was considered not out 
of line with that used in fairly similar in- 
stances. The record must be sufficient to 
sustain the valuation claimed. In the case 
of a bank the “rule of thumb” method of good 
will valuation, by taking five per cent of the 
bank’s deposits, was not acceptable. A re- 
turn on the tangible net assets of nine per 
cent was allowed so that very little of the 
average earnings coud be regarded as at- 
tributable to intangible assets. (Central Na- 
tional Bank of Lincoln, Nebraska, 29 BTA 
719 [CCH Dec. 8354].) 


The good will value of a hotel business 
was determined by allowing a liberal return 
of ten per cent on tangibles, and the remainder 
of the earnings was capitalized at fifteen 
per cent. Corporation stock had no fair 
market value where it was insolvent al- 
though prior thereto it had a large net in- 
come, so that eight per cent had been ascribed 
as a proper return for capital, and the re- 
Maining portion of the net earnings had 
been capitalized at the rate of fifteen per 
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cent. (Constantine J. Tsivoglou, 3 BTA 743 
[CCH Dec. 1250].) The good will of a 
steel company was determined by ascribing 
an eight per cent return on net tangibles, 
and the excess of the net earnings, after 
deduction of depreciation, was capitalized 
at fifteen per cent. (Otis Steel Company, 6 
BTA 358 [CCH Dec. 2218].) Where there 
was no evidence as to what was a proper 
rate of return upon tangibles or in support 
of any rate for the capitalization of intan- 
gibles, it was thought that the petitioner’s 
rate of capitalization of intangibles was so 
high that it was beyond attack as to its fair- 
ness. (Tyler & Hippach, 6 BTA 636 [CCH 
Dec. 2288].) As previously indicated, the 
rate of return in hazardous industries should 
be higher than in more stable industries. 


Years’ Purchase Method 


The states usually follow the years’ pur- 
chase method of capitalization. A return 
of six per cent is permitted on the book 
value or net worth and such return is de- 
ducted from the average profits. If a three 
years’ purchase or five years’ purchase of 
the good will is the basis, the good will is 
determined by multiplying the remaining 
profits by three or five. In determining the 
total value of the stock, the good will thus 
determined is added to the book value or 
net worth. This formula is quite arbitrary 
and often reflects results entirely out of 
line, but it is in line with the older legal 
theory with respect to good will. 


The value of an insurance debit sold as 
of March 1, 1913, was established by the 
amount of a weekly debit, and its value was 
twenty-five times its amount. (Commercial 
National Insurance Company, 12 BTA 655 
[CCH Dec. 4105].) The good will value 
of laundry routes was established as at 
least twenty dollars for each dollar of weekly 
receipts. The list of customers and drivers’ 
routes of a laundry correspond very closely 
to the circulation structure of a newspaper 
which is included in intangible property, 
and its value when proved should be in- 
cluded in the computation of statutory in- 
vested capital. (Pioneer Laundry Company, 
5 BTA 821 [CCH Dec. 1992].) 


Years Used in Averaging 
Entire Net Earnings 


The length of time used in determining 
average net earnings should not be less than 
five years, and abnormal years should not 


be considered. The past earnings must fairly 
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reflect the probable future earnings. The 
years must be representative and thought 
must be given to the earning capacity of 
the enterprise, the trend of earnings and 
factors in connection with prices. The num- 
ber of years to be considered is a question 
of fact and not of law, and good will value 
may not be shown by business profits for 
a short period. If a business was unprofit- 
able for a short period of time, it does not 
necessarily indicate that the good will did 
not have a cash value. 

In averaging net earnings, various periods 
have been used. A period of two years and 
eleven months was considered in capitalizing 
good will value, but generally speaking the 
taxpayer should consider the average earn- 
ings of the business for five years. In the 
event of an abnormality with respect to one 
year in a series of years, that year’s earnings 
should be omitted. While a business was 
engaged in a price-cutting war, such period 
was not excluded in the computation of good 
will. (S. R. 5545, IV-2 CB 242.) In de- 
termining good will value of a corporation 
not in existence for a period of five years 
prior to valuation, the taxpayer was per- 
mitted to include a period in which the busi- 
ness was being conducted as a partnership so 
that the average earnings of the business for 
five years might be considered. (O. D. 
1146, 5 CB 54.) It cannot be determined by 
averaging net income and considering net 
tangibles for only two years. (Independent 
Aetna Sprinkler Company, 15 BTA 521 [CCH 
Dec. 4886 ].) 


Years to Precede or Antedate 
Date of Valuation 


In considering good will value, future pros- 
pects and past profits should be taken into 
account. Subsequent earnings may confirm 
an a priori valuation of good will and sub- 
sequent losses may have a probative effect 
in rebuttal of a valuation which is, at best, 
merely an estimation. In determining good 
will value, a period of eleven months prior 
to acquisition of the business by the peti- 
tioner and two years subsequent thereto was 
considered. (J. C. Hupfel Company, Inc., 
9 BTA 944 [CCH Dec. 3259].) 


Subsequent earnings are of evidentiary 
value in corroborating the value of intangible 
assets established by prior earnings, but 
such evidence may determine finally the 
value of such assets. In a case of reorgani- 


-zation, the value of good will ascribed to 


the predecessor corporation may be applied 
to the subsequent corporation since substan- 
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tial identity alone is required. However, 
there is some discussion that upon reorgani- 
zation the two corporations are distinct. 
(Pioneer Pole & Shaft Company, 55 F. (2d) 
861 (CCA-6, 1932) [5 uste 9 1543]; New 
Colonial Ice Company v. Helvering, 292 U. S. 
435 (1937) [4 ustc J 1292].) 

Subsequent events may support or dis- 
prove an appraisal of men familiar with the 
business. But large profits earned after in- 
corporation will not constitute convincing 
evidence that good will was acquired from 
a predecessor concern. Where the taxpayer 
purchased laundries, and the value of the 
routes had been carefully appraised by 
laundry experts, the good will had the value 
claimed as a result of applying the rates and 
methods of appraising to such routes. (Met- 
ropolitan Laundry Company, 2 BTA 1062 
[CCH Dec. 900].) 


Exclusion of Abnormal Years 


In determining good will value as a result 
of capitalization of earnings, a period must 
be selected representative of the earning 
ability of the enterprise. The past earnings 
should reflect the probable future earnings, 
and a period of not less than five years 
should be taken with the abnormal years 
eliminated from consideration. A period of 
three years while the business was retarded 
by a financial depression or panic was ex- 
cluded as being abnormal and not represen- 
tative of average profits. Boom years should 
be omitted or averaged with years of de- 
pression; hence, 1929 was considered ab- 
normal and not given the same weight as 
other years in determining future earnings. 
There must be a fair selection of years in 
determining average earnings. Where a 
serious abnormality affects one of a series 
of years over which the earnings are aver- 
aged, and such abnormality will not ordi- 
narily recur, the earnings of the year may 
be omitted. Such abnormalities are involved 


in case of a financial depression, panic or 
boom. 


A representative period must be used in 
averaging actual earnings omitting any year 
where there were extraordinary factors af- 
fecting earnings. Good will value could not 
be based upon the earnings of a short period 
which may have resulted from a temporary 
condition and were not representative of the 
regular and average income. In determining 
average net income and average net assets 
for a five-year period, the abnormal years 


should be excluded in computing good will 
value. 


Good Will 


Other Factors in Valuation 


A consideration of the history of the busi- 
ness may determine the cash value of good 
will. If a business has remained constantly 
in the possession, ownership and under the 
conduct of one family for a long period of 
years, it will be productive of . valuable 
good will. Long-continued business under 
the same name or similar names and in the 
same community is a factor in the develop- 
ment and growth of good will. The reputation 
of'a business, its integrity, the character of 
the clientele, and the class of commodities 
in which it dealt, will also determine the 
value of good will. Other factors which may 
be considered of value in good will are the 
monopoly over a particular product, excess 
of net tangible assets over liabilities for a 
period of years, stability of earning power, 
the length of time the business is con- 
ducted, a demand for the product, and the 
increase of investments out of earnings. If 
the business is highly competitive and requires 
constant solicitation of customers, good will 
will not be a strong factor in determining tax- 
able gains. A finding of good will value will 
not be predicated upon the fact that the lessor 
was willing to rent his property to the taxpayer 
for less than he would have rented it to any 
other tenant. (George S. Scoville, 2 BTA 813 
[CCH. Dec. 843].) 

Good will value may be said to exist even 
though for a few years there had been a 
decrease in profits due to temporary causes, 
but the steady growth of the business con- 
tinued after such interruption. (L. S. Plaut 
& Company v. Commissioner, 46 F. (2d) 306 
(CCA-3, 1931) [5 uste J 1558].) If the build- 
ing in which the business is conducted is 
sold, the good will will not attach to the 
building unless the business is sold in con- 
nection therewith. (William M. Wailes, 25 
BTA 278 [CCH Dec. 7393].) 

Good will value may not be determined 
solely upon evidence as to gross sales, profits 
and losses, advertising expenditures and net 
tangibles, without a knowledge as to the 
policies of the business, the development of 
markets for its products, and the reputation of 
its products as to grade, quality and serv- 
iceability. (Ruud Manufacturing Company v. 
Commissioner, 15 BTA 819 [CCH Dec. 4942] ; 
mod. 45 F. (2d) 63 (CCA-3, 1930) [5 ustc 
1559].) Net earnings are, of course, a fac- 
tor in determining the good will value, but 
without a knowledge of the setting in which 
they appear, lack substantial evidentiary 
force in determination of good will value. 
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Sale of Interest in Law Firm 


In O’Rear v. Commissioner (80 F. (2d) 
473 (CCA-6, 1935) [35-2 ustc J 9653]), an 
interest in a law firm was sold under agree- 
ment that each lawyer-purchaser should pay 
$25,000 “as further differential in division of 
fees and income of the firm business, due 
to the conceded excess value of good will 
and unearned fees put into the firm.” It 
was held that the contract was not a con- 
tract for the sale of good will, and that the 
amount paid was but anticipated future in- 
come reduced to present worth and taxable 
to the seller. The court held that it had 
been referred to no cases which held “that 
salable good will attaches to the reputation 
of a lawyer, who, as an officer of the Court 
and by the rules of professional conduct 
which govern him, may not advertise, whose 
license to practice and memberships in bar 
associations may not be transferred in whole 
or in part, who requires for his practice 
physical assets by way of library and office 
equipment negligible in relation to earnings 
and the location of whose office is compara- 
tively inconsequential in attracting clients so 
long as it is reasonably convenient.” 


Good Will of Bank 


The good will of a bank may be determined 
upon the basis of dividend rate, substantial 
line of deposits, treatment of customers, 
financial statements, and testimony of bankers 
familiar with the methods of valuing such 
good will. 


Inclusion in Invested Capital 
Under Code Before 1945 


Under Section 718 of the Internal Revenue 
Code (repealed after 1945) intangible prop- 
erty may be included in equity invested cap- 
ital, and such property shall be included in 
an amount equal to its unadjusted basis for 
determining the loss upon sale or exchange. 
If the property was disposed of before such 
taxable year, such basis shall be determined 
under the law applicable to the year of dis- 
position, but without regard to the value 
of the property as of March 1, 1913. If the 
property were disposed of before March 1, 
1913, its basis shall be considered to be its 
fair market value at the time paid in. 

Where, pursuant to Section 722 of the 
Code, the tax is considered excessive and 
discriminatory, and the taxpayer establishes 
a fair and just amount representing normal 
earnings to be used as a constructive aver- 


age base period net income for the purposes 
of excess profit tax based upon a comparison 
of normal earnings and earnings during an 
excess profits tax period, the tax shall be 
determined by using such constructive aver- 
age base period net income in lieu of the 
average base period net income otherwise 
determined. The tax shall be considered to 
be excessive and discriminatory if the excess 
profits credit based on invested capital is an 
inadequate standard for determining excess 
profits because (1) the business of the tax- 
payer is of a class in which intangible assets 
not includible in invested capital make im- 
portant contribution to income; (2) the in- 
vested capital of the taxpayer is abnormally 
low. Such taxpayer shall be considered to 
be entitled to use the excess profits credit 
based on income. 


Example: A corporation required little 
invested capital but required establishment 
of contacts with the trade which it was in 
business to supply. For two years, the com- 
pany lost money and then began to realize 
sizable profits. The company was eligible 
to receive a constructive average base period 
net income since one of its principal assets, 
the good will of its clientele, was not re- 
flected in invested capital. (H. R. 2333, 77th 
Congress, 2nd Session, p. 25, 147.) 


Income from Intangibles 


The intangibles not included in invested 
capital must “make important contributions 
to income.” The income resulting from the 
intangibles which are not included in in- 
vested capital must be important: as, for 
example, a corporation which has an invested 
capital of only $10,000, but because of good 
will resulting from its contacts with custo- 
mers makes an annual profit of $50,000. 
(H. R. 2333, 77th Congress, 2nd Session, p. 
25.) The taxpayer must show, therefore, that 
the intangibles produce income and that the 
income therefrom is substantial. 


In computing the excess profits credit, 
Section 733 of the Code states that a tax- 
payer may elect, within six months after 
the date prescribed by law for filing its re- 
turn for its first taxable year, to charge to 
capital account so much of the deductions 
for taxable years in its applicable base period 
on account of expenditures for advertising 
for the promotion of good will, as may be 
regarded under the Regulations as capital 
investments. Such election must be the same 
for all such taxable years and must be for 
the total amount of such expenditures which 
may be so regarded as capital investments. 
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If a corporation has claimed the benefits 
of the above election, no deduction shall be 
allowed to the corporation for expenditures 
for advertising or the promotion of good 
will, which under the Regulations may be 
regarded as capital investment. (I. R. C. 
Section 23 (a)(1)(C).) 

If the taxpayer exercises the election 
authorized, (1) the net income for each tax- 
able year in the base period shall be con- 
sidered to be the net income computed with 
such deductions disallowed, and such de- 
ductions shall not be considered as having 
diminished earnings and profits; (2) the 
treatment of such expenditures as deductions 
for a taxable year in the base period shall 
be considered treatment which was not cor- 
rect under the law applicable to such year. 
(I. R. C. Section 733 (b).) 


Circumstances of Adjustment 


Pursuant to Section 734 (b), concerned 
with the circumstances of adjustment: (1) 
If (a) an item affecting excess profits credit 
is treated in manner inconsistent with that 
accorded for prior taxable year or years, 
(b) consistent treatment of such item would 
affect increase or decrease in income tax for 
such year or years, (c) correction of the 
effect of the inconsistent treatment in any 
one or more of the prior taxable years is 
prevented by the operation of any law or 
rule of law, then the correction shall be 
made by an adjustment. 


(2) Such adjustment shall be made only 
if there is adopted in the determination and 
position maintained by the Commissioner 
(if the net effect of the adjustment would 
be a decrease in the income taxes previously 
determined for such year or years), or by 
the taxpayer with respect to whom the de- 
termination is made (if the net effect of the 
adjustment would be an increase in the in- 
come taxes previously determined for such 
year or years), a position which is inconsis- 
tent with the treatment accorded such item 
in its prior taxable year or years or which 
was not correct under the law applicable 
to such years. 


Newspaper Circulation 


The circulation of a newspaper is an in- 
tangible capital asset and money expended 
in increasing it is a capital expenditure 
which is not deductible in determining the 
publisher’s taxable income. A taxpayer may 
include in invested capital the amount of 
good will acquired from its predecessor, 


Good Will 








but in determining the invested capital of 
such taxpayer the good will acquired from 
the predecessor company cannot be allowed 
a greater value than would have been allowed 
the good will of the former owner if such 
asset had not been so transferred. Good will 
acquired without cost or without the issuance 
of stock therefor cannot be included in invested 
capital as a paid-in surplus. It can be included 
as a part of invested capital only when shares 
or stock are specifically issued therefor, 
since statutory invested capital includes in- 
tangible property only when paid in for 
stock or shares. 

Good will could not be considered as in- 
vested capital where there was a claim to 
the effect that the price paid to stockholders 
was more than the book value, since such 
price was incident to a collateral transac- 
tion. (A. R. R. 413, TB 10-21-1502.) There 
cannot be a separate valuation of intangible 
assets where the stock of the company was 
issued for all of the assets of an operating 
business, both tangible or intangible, al- 
though the tangible assets without the in- 
tangibles would have had little or no value. 
(Atlas Tack Company, 9 BTA 1322 [CCH 
Dec. 3336].) Upon reorganization of a com- 
pany a taxpayer agreed to pay an obliga- 
tion to the stockholders incurred by the 
declaration of a dividend, and the amount of 
the payment made on account of the divi- 
dend was credited to the good will, so that 
the assets acquired consisted of good will, 
franchise and physical properties. (Thomas 
Cusack Company, 3 BTA 828 [CCH Dec. 
1271 1:) 


Determining Gain or Loss 


We see that good will may be considered 
in determining gain or loss for income tax 
purposes. The Regulations (Regs. 111, Sec- 
tion 29.22 (a)-10) provide that gain or loss 
from a sale of good will results only when 
the business to which the good will attaches 
is sold, and then the gain or loss will be 
determined by comparison of the sale price 
with the cost or other basis of the assets, 
including good will. “If specific payment 
was not made for good will, there can be 
no deductible loss with respect thereto, but 
gain may be realized from the sale of good 
will built up through expenditures which 
have been currently deducted. It is imma- 
terial that good will may never have been 
carried on the books as an asset, but the 
burden of proof is on the taxpayer to es- 
tablish the cost or other basis of the good 
will sold.” Thus, the gain or loss resulting 
from the sale of the assets and business of 
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a partnership were determined by compar- 
ing the sale price with the cost and the 
March 1, 1913 value of the entire assets, 
tangible and intangible, taken in their en- 
tirety. (Henry F. McCreery et al., 4 BTA 
967 [CCH Dec. 1646].) Good will as of 
March 1, 1913, may be considered only in 
determining gain. 

Pursuant to Section 113 (a) (14) of the 
Internal Revenue Code, it is provided: “In 
the case of property acquired before March 
1, 1913, if the basis otherwise determined is 
less than the fair market value of the prop- 
erty as of March 1, 1913, then the basis for 
determining gain shall be such fair market 
value. In determining the fair market value 
of stock in a corporation as of March 1, 1913, 
due regard shall be given to the fair market 
value of the assets of the corporation as of 
that date.” The basis as of March 1, 1913, 
for determining gain where property has 
been acquired prior to that date, is the basis 
otherwise provided for such property un- 
der Section 113 (a), adjusted for the period 
prior to March 1, 1913, or the fair market 
value of the property as of March 1, 1913, 
whichever is higher. The basis as of March 
1, 1913, for determining loss where property 
is acquired prior to that date, is the cost or 
other basis adjusted or otherwise, but with- 
out reference to the fair market value as of 
that date. (Regulations 111, Section 29.113 
(a) (14)-1.) Where there was lack of proof 
of cost or allegation of good will, an allow- 
ance for same as an addition to the basis 
of a gain on assets sold was denied, since 
there must be a finding as to the cost of the 
good will. It is necessary to know the value 
of the tangible assets and the capital em- 
ployed and whether fair compensation to 
the proprietors or officers would exhaust the 
net earnings. 


Election in Corporate Liquidations 


Section 112 (b) (7) of the Internal Rev- 
enue Code relates to election with respect to 
recognition of gain in certain corporate 
liquidations. It provides a special rule for 
the treatment of gain on the shares of stock 
owned by qualified electing shareholders at 
the time of the adoption of the plan of liqui- 
dation in the case of complete liquidations 
of domestic corporations occurring within 
one calendar month of 1944. Recognition 
of that portion of a qualified electing share- 
holder’s gain on the liquidation which would 
otherwise be recognized, attributable to 
appreciation in the value of certain corporate 
assets unrealized by the corporation at the 
time such assets are distributed in complete 
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liquidation, is postponed. A “qualified elect- 
ing shareholder” designates a shareholder at 
the time of the adoption of the plan of liqui- 
dation, whose written election has been 
made or filed, but in the case of non-cor- 
porate and corporate shareholders only if 
written elections have been so filed by share- 
holders owning at least eighty per cent of 
the total combined voting power at the time 
of the adoption of such plan. The liquida- 
tion must be in accordance with the plan of 
liquidation adopted after February 25, 1944. 
Transfer of all the property, both tangible 
and intangible, of the corporation under the 
liquidation, must occur entirely within one 
calendar month of 1944. This requirement 
will be complied with if cash is set aside 
under arrangements for the payment upon 
expiration of such month of unascertained 
or contingent liabilities and expenses, and if 
such arrangements are made in good faith 
and the amount set aside is reasonable. A 
status of liquidation must exist at the time 
the first distribution is made under the plan, 
and such status must continue to the date 
of dissolution. A status of liquidation exists 
upon the corporation’s ceasing to be a going 
concern and where it is merely winding up 
its affairs, paying its debts and distributing 
any remaining share to its shareholders. 


Fair Market Value Received 


Upon liquidation of corporate assets in 
kind, the stockholders must determine their 
gain or loss by ascertaining the fair market 
value of the assets received. Where the 
intention is to continue the business of a 
closely held corporation after liquidation as 
a sole proprietorship or as a partnership, the 
fair market value of the tangible assets will 
be increased by an amount attributable to 
good will. Where recent history of a liqui- 
dating corporation indicates a high return on 
net tangible assets, the stockholders, to avoid 
good will valuation, must show that pro- 
spective earnings are attributable to per- 
sonal services where in excess of a fair return 
upon capital. Thus, the petitioners did not 
realize a taxable gain upon transfer to them 
of all the assets of a corporation engaged in 
the insurance brokerage business. Personal 
ability and personality involved could not 
be recognized as an element of good will, 
and hence no good will was acquired. (D. K. 
MacDonald, 3 TC 720 [CCH Dec. 13,898].) 
Good will is not considered lost where the 
stockholders, upon liquidation, continue the 
same business under the same name in 
the same place as a partnership. 
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In determining the basis for gain or loss, 
good will should be treated as follows: 


1. To determine gain, the basis of good 
will acquired before March 1, 1913, is its 
value as of that date or its cost, whichever 
is higher. 


2. To determine loss, good will acquired 


before March 1, 1913, is includible in the 
basis only at cost, and this is determined 
by the payment made therefor. 


3. To determine gain or loss, good will 


acquired after March 1, 1913, is includible 
in the basis at cost. 


Depreciation and Obsolescence 


Pursuant to Section 23 (e) of the Internal 
Revenue Code, a reasonable allowance for 
the exhaustion, wear and tear, including a 
reasonable allowance for obsolescence, is 
permitted in the case of property used in the 
trade or business, or in the case of property 
held for production of income. No deduc- 
tion for depreciation, including obsolescence, 
is allowable in respect to good will. 

Obsolescence may be deducted only under 
unusual circumstances, as where a business 
is discontinued when its source of supply is 
exhausted, and where the cost or value of 
good will as of March 1, 1913, if acquired 
prior thereto, can be shown with certainty 
and the period of obsolescence determined. 
A deduction for obsolescence will be al- 
lowed only where it is shown that the good 
will will be valueless upon expiration of a 
definite period and will force the taxpaver 
to discontinue its business. Where good 
will attaches only to the individual owning 
or conducting the business, obsolescence will 
not be allowed, but will be allowed only 
where it is assignable. Obsolescence will 
not be allowed if the good will can be used 
in connection with another business if the 
taxpayer terminates the business in which 
he is engaged. 


Obsolescence was allowed in the case of 
a corporation engaged in sampling ores 
where it could be shown that upon the ex- 
piration of a definite period the physical 
properties would be useless and the good 
will valueless as a result of the exhaustion 
of the ores upon which its business de- 
pended. (O. D. 472, TB 17-20-884.) Where 
the taxpayer was forced to discontinue busi- 
ness by prohibition legislation destroying 
the market for its products, it was not en- 
titled to deduct an amount for obsolescence. 
But where the good will, after passage of 
such legislation, was limited in duration for 
a definite period, an allowance for obso- 
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lescence of good will was allowed. However, 
if a business is extinguished as noxious 
under the Constitution, the owners cannot 
demand compensation from the government 
or a partial compensation, such as an abate- 
ment of taxes otherwise due, as would be 
provided for by a deduction for obsolescence 
or exhaustion. In the case of a sale of an 
insurance business, the principal asset of 
which was good will, it has been considered 
that good will is not such a wasting asset 
as may be a proper subject of deductions for 
depreciation or obsolescence. (R. Bryson 
Jones, 17 BTA 1213 [CCH Dec. 5558].) 


Good will is not property used in trade or 
business, and hence not subject to exhaus- 
tion, wear and tear, so that obsolescence will 
not be allowed as in the case of property so 
used since obsolescence is merely an en- 
largement of the meaning included in the 
words “exhaustion, wear and tear.” 


Cost and Allocation 


If expenditures are made to create good 
will, they will be considered a part of the 
cost of good will although they were ill- 
advised and unproductive and may have re- 
tarded rather than promoted the desired end. 
Where there is no evidence that any good 
will was purchased or that the tangible as- 
sets were not at the date of acquisition worth 
the full amount paid for them, a part of the 
purchase price may not be allocated to good 
will. If an additional sum is paid for what- 
ever the business possesses in addition to 
tangibles, such acquisitions are considered 
of a capital nature and not deductible as an 
expense. It has been held that the differ- 
ence between book value and the purchase 
price of bank stock should be regarded as 
having been paid for good will. 


The amount paid in excess of inventory 
value of merchandise was thought to be a 
capital expenditure of such indefinite dura- 
tion that it could not be exhausted over any 
particular period, and no deduction for such 
exhaustion was allowable unless or until a 
definite loss could be established. Where 
a corporation paid a sum to a competitor 
for discontinuance of sale of thread and for 
elimination of competition, it was held that 
such benefits were in the nature of an in- 
tangible asset and the amount paid therefor 
a capital expenditure and not deductible. It 
was stated: ‘Where the benefits accrue for 
a limited and definite term of years, the 
value of the asset is exhausted ratably by 
the passage of time and an aliquot part of 
the loss is allowed as a deduction on account 
of such exhaustion for each year of the 
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period, but where, as here, the benefits de- 
rived were permanent or of indefinite dura- 
tion, no deduction for exhaustion is allowable.” 


Partnerships 


In determining for invested capital the 
value of intangibles paid in for stock by a 
predecessor partnership, net earnings must 
be shown attributable to intangibles after 
subtracting (1) salaries of partners, (2) net 
earnings of borrowed capital and (3) a 
reasonable return on assets. 

When a partner buys into a business, he 
acquires not only an interest in the tangible 
assets but also a similar interest in the estab- 
lished good will of the business. The pay- 
ment for an interest in the business may 
constitute a capital investment, and no loss 
in respect thereof may be deducted until a 
loss has actually been sustained upon the 
sale or other disposition of the interest. In 
the case of an increase in the book value of 
the entire good will, the partner will be 
charged with income to the extent of profit 
derived from his interest; and in the case of 
a sale of his interest at a loss, his deductible 
loss will be derived similarly. 


Where an interest in a partnership is pur- 
chased, good will cannot be separated from 
the tangible assets and considered as a gift, 
since the purchase of an interest in a going 
business includes as an incident thereto an 
interest in the good will. Where the tax- 
payer acquired an interest in good will asa 
result of dissolution of a former partnership, 
the good will so transferred was capital and 
did not give rise to income. 


Conclusion 


To illustrate the varied problems involved 
in connection with the valuation of good will 
for income tax purposes, the following case 
may be used. In this case are discussed 
varied angles in connection with this matter. 


Example: The partnership capital, ac- 
cording to dissolution agreement, had in- 
creased greatly from 1895, the invested 
capital then being $10,000. At date of in- 
corporation, February, 1910, the invested 
capital stock amounted to only $50,000. Not- 
withstanding this small investment of 
capital, the corporation went on to expand 
and to increase its earnings exceptionally. 
The exceptional earnings were accounted for 
by good will. The corporation spent consider- 
able sums for advertising expenditures and 
in servicing customers, Prior to March 
1, 1913, the company had built up an ex- 
tremely valuable customer trade list, which 
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benefited later years. The company, en- 
gaged in the furniture business, was owned 
and managed by the same family from 1895 
to 1943, and was located at the same place. 
Counsel for the corporation valued its good 
will as of March 1, 1913, at $100,000. His 
argument before the Internal Revenue Com- 
mittee on Appeals and Review included the 
following factors: (1) The fair value of the 
corporation’s assets as of March 1, 1913, 
should be computed upon the basis of a 
seven per cent return upon tangibles and a 
ten per cent return upon intangibles. 

(2) Dun and Bradstreet supports the 
claim to use only six per cent average return 
on net tangible assets. 

(3) Only fifty per cent of the actual ad- 
vertising was required to retain patronage, 
and hence one-half should be capitalized. 

(4) From 1900 to 1910 the statute called 
for net income and not net taxable income 
as defined in income tax law after March 
I, 1983. 

(5) The conditions in the furniture busi- 
ness were extremely promising as of March 
1, 1913. The favorable status of the com- 
pany, its trade mark, reputation, unusual 
development as leading furniture establish- 
ment prior to March 1, 1913, its valuable 
trade list, prominent position, extensive ad- 
vertising and promotional campaigns, long- 
continued location at same place—all served to 
prove that the establishment had unusual 
prospects for the future as of March 1, 1913. 
There was little competition as of March 1, 
1913. The company had remarkable earn- 
ings and stable business. 
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(6) The firm had been in business eighteen 
years prior to March 1, 1913, justifying six 
per cent on tangibles. 

(7) The firm spent a good deal of time in 
servicing and building up its reputation. 

The factors proving the existence of un- 
usual good will as of March 1, 1913, were: 

(1) Reputation well established. 

(2) Upward trend of corporation’s net 
earnings. 

(3) Favorable dividend record. 

(4) Amount spent on advertising and in 
servicing customers. 

(5) Good prospects of business on March 
1, 1913, in view of lack of competition. 

(6) Company’s position and integrity. 

(7) Personal integrity and character and 
reputation of management. 

(8) Trade mark of company, exclusive 
agencies, extensive trade list. 

(9) Company handled only better quality 
furniture. 

(10) Good business location. 

(11) Life of average furniture store four- 
teen years, but at March 1, 1913, the store 
was already eighteen years old. 


Good will could be computed as follows: 


I. Based upon basis of ten years’ pur- 
chase of excess net profit average: 


Actual 
Net Profit 
$ 6,000 
7,000 
8,000 


Average 
Tangible Assets 
$ 60,000 
70,000 
80,000 


3) $210,000 3) $21,000 
$ 70,000 $ 7,000 
08 — 5,600 


$ 1,400 
x 10 


_.... $14,000 


II. Basis—purchase of ten times annual 
average profits—average net profit (1910- 
1913). $7,000 x 10 — $70,000. 


Average annual net profit 
(1910-1913) 


Good will 


$ 7,000 
——— = 10% 
$70,000 


[The End] 


Average net tangible assets 


——_—_—_—_ <a 


WITHHOLDING V—‘‘Employer’’ Defined 


An employer is any person or organization for whom an individual performs 
any service as an employee. The term “employer” includes an individual, corpo- 
ration, partnership, trust, estate, joint-stock company, association, syndicate, group, 
pool, joint venture, or other unincorporated organization, group, or entity. It 
includes organizations which are themselves exempt from income tax, such as 
religious and charitable organizations, educational institutions, clubs, social organ- 
izations and societies, as well as the governments of the United States, the 
states, territories, and the District of Columbia, including their agencies, instru- 
mentalities, and political subdivisions. It includes any person or organization 
paying wages to a former employee after termination of the employment. 


An employee is any individual who performs services subject to control by 
an employer both as to what services shall be performed and as to how they 
shall be performed. It does not matter that the employer permits the employee 
considerable freedom of discretion and action, so long as the employer has the 
legal right to control both the method and the result of the services. 


While not always applicable, some of the usual characteristics of an employee 
are that the employer has the right to discharge him and that the employer 
furnishes the tools or materials and a place in which to perform the work. 


In general, persons who are in business for themselves are not employees. 
For example physicians, lawyers dentists veterinarians, contractors, public 
stenographers, and others who follow an independent trade, business, or profes- 
sion in which they offer their services to the public are not employees. 

No distinction is made between classes or grades of employees. Thus, 
superintendents, managers, and other administrative and executive personnel are 
employees. An officer of a corporation is an employee of the corporation but 
a director is not, unless he performs services for the corporation other than 
attendance at and participation in meetings of the board of directors. In the 


case of federal, state, or local governmental agencies, the term “employee” includes 
officers and elected officials. 
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LOSS DEDUCTIONS 


. . . Where Special Relationships or Agreements Exist 


JAMES W. DEVINE, JR. . . . legal tax consultant, New York City 


\ OST OF US are familiar with the 
4 general rule that deductible losses are 
confined to the taxpayer sustaining them. 
The general rule is not difficult to apply, of 
course, where no special relationships or 
agreements exist between the parties. 


An instance of the complication resulting 
from a combination of both these factors 
occurred some years ago and appears 
below: 


X was president of Y, a closely held cor- 
poration which operated profitably until the 
latter part of 1921. In 1922, under written 
contract, the Y corporation continued X 
as its president, his compensation to be all 
the net profits of the corporation. In re- 
turn, X agreed to pay “any and all” of Y 
corporation’s losses. The Y corporation 
then suspended its corporate business func- 
tions. By extension and renewal the con- 
tract covered a period of four years, during 
which period the Y corporation operated at 
a loss. 


The First Circuit Court of Appeals held 
that the losses were X’s, incurred by him in 
his trade or business. 


The Wiggin Decision 


The Wiggin decision, 46 F. (2d) 743 [2 
USTC J 669], is noteworthy and suggestive 
mainly as regards the possible application 
of loss deductions in achieving tax savings. 
The motive of tax reduction was discussed 
and discounted in determining the proper 
taxpayer entitled to the loss deduction. The 
test applied was the reality of the transac- 
tion and the validity of the contract be- 
tween corporation and shareholder. 


While the Wiggin decision has been cited 
several times in support of the theory that 
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the motive of tax reduction is, not to render 
a transaction inoperative, there is no assur- 
ance that a contract of this nature will 
always operate to the advantage of the tax- 
payer seeking the deduction. For example, 
a comparable agreement (the assumption of 
operating deficits in return for the payment 
of profits) made under different circum- 
stances (between parent and _ subsidiary) 
was regarded as ineffective in converting 
a subsidiary corporation’s deficit into an 
ordinary and necessary expense of the par- 
ent corporation (Interstate Transit Lines v. 
Commission, 130 F. (2d) 136 [42-2 ustc 
{ 9618]). 


A Further Instance 


A further instance of a shareholder’s suc- 
cessfully assuming a corporation’s liabilities 
is found in the early Board of Tax Appeals 
memorandum decision of Charles B. Curtiss 
(1933). 


Although the circumstances of the trans- 
action varied from those of the !Viggin case 
—the assumption of liabilities was pursuant 
to,a resolution in liquidation (no dissolu- 
tion)—and all the corporation’s assets were 
transferred to the taxpayer, the test of the 
Wiggin case would seem applicable. In the 
memorandum decision, operating losses 
were allowed to be deducted by the share- 
holder for these reasons: (a) the corpora- 
tion had no assets during the period 
involved; (b) the taxpayer had all of the 
corporation’s assets; and (c) the taxpayer 
had an unlimited liability for debts sus- 
tained in the conduct of the business. 


There are a variety of circumstances 
under which either corporation or share- 
holder has otherwise claimed to be the 
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proper taxpayer for loss deduction purposes. 
For example, denial of the deduction has 
been based upon “evidential estoppel’— 
once either of the respective taxpayers has 
found it to his interest to take the loss de- 
duction and it has been allowed, it may not 
be shifted to the other taxpayer because 
interests have changed (Coosa Land Com- 
pany v. Commissioner, 103 F. (2d) 555 [39-1 
ustc J 9503]), or agency—the shareholders 
acted in an individual capacity rather than 
as agents for the corporation (Donaghey 
Real Estate & Construction Company, 5 BTA 
766 [CCH Dec. 651]). Such transactions 
usually involve the element of carelessness 
or lack of foresight in the conduct of busi- 
ness affairs. This was found to be the case 
in a decision involving a loss deduction 
growing out of the personal endorsement 
rather than the corporate endorsement of a 
shareholder’s note without later corporate 
ratification (U. S. v. Ward, 15 AFTR 498). 


An Inactive Corporation 


Another situation in which there has been 
difficulty in determining whether corpora- 
tion or shareholder is to deduct a loss, is 
that involving a closely held imactive cor- 
poration. The corporation has either (1) 
ceased operations without dissolving; (2) 
never functioned and never formally dis- 
solved; or (3) merely held title to real es- 
tate and been consistently disregarded in 
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tax matters by the shareholder. (Fred F. 
De Vore, 13 BTA 1376 [CCH Dec. 4545]; 
Edward H. Angier, 17 BTA 1081 [CCH Dec. 
5533]; Archibald R. Watson, 42 BTA 52 
[CCH Dec. 11,210}:) 


Allowed to Deduct Loss 


In such instances the shareholder has 
been allowed to deduct the loss. The theory 
upon which the shareholder succeeded in 
example 3, above, was that he did not 
assume the corporate form for carrying on 
business, later disregarding it so as to avoid 
the tax consequences. This theory possibly 
applies in the other two examples. 


Whether or not corporation or share- 
holder is entitled to a loss deduction, often 
depends upon application of the separate 
entity theory—corporation and taxpayer are 
one. In exceptional cases, as in example 3, 
the corporate entity will be ignored. In 
the Wiggin and Curtiss cases, above, both 
corporations ceased business operations. 
No special significance was attached to this 
factor in the Wiggins case. However, it 
would appear likely that had the corpora- 
tion in that decision been actively operating 
during the existence of the contract, the 
separate entity theory would have been 
relied upon by the Commissioner. (See 
Higgins v. Smith, 308 U. S. 473 [40-1 ustc 
{ 9160], and related cases for application of 
the separate entity theory.) [The End] 








The voters of Illinois in the November election approved a measure which 
provides for a bonus for Illinois veterans of World War II by means of a bond 
issue for $385,000,000. Retirement of the bonds in twenty-five years will be 
effected by means of the levy of additional taxes on cigarettes, pari-mutuel betting, 


and property. 


The additional tax on cigarettes will be at the rate of one-half mill per 
cigarette, beginning January 1, 1947. The additional tax on pari-mutuel betting 
at horse races amounts to four per cent of the total moneys wagered plus one-half 
of the breaks. Whatever deficiency there may be in revenues collected from these 
two taxes will be recovered by means of a state property tax levy. 


A suit testing the validity of the bonus program has been argued before the 
Illinois Supreme Court. A Cook County Circuit Court held the plan constitutional 
last August. Payments to Illinois veterans will be at the rate of $10 per month of 
military service within the United States and $15 per month of military service 


outside the United States. 
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Stock Redemptions As Taxable Events 
Under Section 115 (g) 


By SYDNEY A. GUTKIN and DAVID BECK 


Mr. Gutkin is a member of the New Jersey, New York and District of Columbia 


bars. 


Mr. Beck is a member of the New Jersey bar and a lecturer in taxation at 


Rutgers University. Since this article appeared in the October, 1945, issue of the 
Journal of Accountancy, it has been substantially revised and brought up to date 


TN THE DETERMINATION of cases 
involving Section 115 (g) of the Code and 
prior revenue acts,’ courts seem to a great 
extent to have relied on the language of the 
Regulations, which provides that the ques- 
tion of whether a particular distribution falls 
within the operation of the statute “depends 
upon the circumstances of each case.” ? 


The effect of this statement of principle 
has been to invest the courts with great lati- 
tude. Judicially phrased, the prevailing notion 
is that the general rules laid down by cases 
are frequently considered to be no more def- 
initively dispositive than the general language 
of the statute itself, and all that “may be 
done is to examine with care the circum- 
stances surrounding the transaction for the 
purpose of determining the extent of essen- 
tial equivalence, which is the only test the 
statute describes.” (A. E. Levit, 43 BTA 
1077, 1084 (1941) [CCH Dec. 11,721].) 
This has given rise to “impressionism” in 
this phase of the tax law. 


Although it has been said that the ques- 
tion of whether a distribution in connection 
with the cancellation or redemption of stock 
is essentially equivalent to the distribution 


1 Internal Revenue Code and Revenue Acts of 
1938, 1936, 1934 and 1932. Section 115 (g)—Dis- 
tribution by Corporations 


(g) Redemption of Stock—If a corporation 
cancels or redeems its stock (whether or not 
such stock was issued as a stock dividend) at 
such time and in such manner as to make the 
distribution and cancellation or redemption in 
whole or in part essentially equivalent to the 
distribution of a taxable dividend, the amount 
so distributed in redemption or cancellation of 
the stock, to the extent that it represents a dis- 
tribution of the earnings or profits accumulated 
after February 28, 1913, shall be treated as a 
taxable dividend. 


? Regulations 111, Section 29.115-9. See also 
Regulations 103, Section 19.115-9, Regulations 
101, 94, 86, Article 115-9; Regulations 77, Ar- 
ticle 629. 
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of a taxable dividend, is one of fact (Brown, 
Jr. v. Commissioner, 79 F, (2d) 73 (CCA-3, 
1935) [35-2 ustc [9526]; Commissioner v. 
Champion, 78 F. (2d) 513 (CCA-6, 1935) 
[35-2 ustc | 9484]; Commissioner v. Babson, 
70 F. (2d) 304 (CCA-7, 1934) [1934 CCH 
7 9229], cert. den. 293 U. S. 571 (1934); 
Randolph v. Commissioner, 76 F. (2d) 472 
(CCA-8, 1935) [35-1 ustc J 9169], cert. den. 
296 U. S. 599 (1935); Hirsch et al. v. Com- 
missioner, 124 F. (2d) 24 (CCA-9, 1941) 
[41-2 uste J 9782]), conflicting views have 
been expressed and differing criteria have 
been utilized by the courts in their applica- 
tion of the vague statutory mandate to the 
actual facts. (Cf. Flanagan v. Helvering, 116 
F. (2d) 937 (CA of DC, 1940) [40-2 ustc 
7 9710]; Rheinstrom v. Commissioner, 125 F. 
(2d) 790 (CCA-6, 1942) [42-1 ustc J 9279].) 
As a result, it is difficult for a taxpayer to 
predetermine the taxable consequences inci- 
dent to a redemption of his stock. 


It is felt that a review of the legislative 
history of Section 115 (g) and an analysis 
of the facts and circumstances which have 
been held to bring the statute into operation 
against taxpayers would prove of material 
usefulness in any attempted prognostica- 
tion as to the taxability of stock redemptions 
under that section. If a given case falls 
within the operative effect of Section 115 
(gz), attention should then be directed to the 
extent to which the amount distributed in 
redemption of stock is taxable as a dividend. 


Legislative History of Section 115(g) 


The reason for the introduction into our 
revenue laws of Section 115 (g) and its ante- 
cedent provisions can be traced back to the 
decision of the Supreme Court in Eisner v. 
Macomber, 252 U. S. 189 (1920) [1 vustc 
{ 32], in which it was held that a dividend 
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of common stock upon common stock did 
not give rise to taxable income. Taking 
cognizance of this decision, Section 201 of 
the Revenue Act of 1921 clarified the defini- 
tion of dividends as previously contained in 
Section 201 of the Revenue Act of 1918 (see 
Senate Finance Committee Report No. 275, 
on Revenue Bill of 1921, 1939-1 C. B. (2) 
181, 187) and provided that although a stock 
dividend shall not be subject to tax, if, after 
the distribution of any such dividend, the 
corporation redeems its stock at such time 
and in such manner as to make the distri- 
bution essentially equivalent to the distribu- 
tion of a taxable dividend, the amount 
received would be treated as a taxable divi- 
dend to the extent of earnings or profits 
accumulated after February 28, 1913. (Sec- 
tion 201 (d) of the Revenue Act of 1921.) 


The wording of the section was slightly, 
but significantly, changed by Section 201 
(f) of the Revenue Act of 1924, which reit- 
erated the fundamental principle that a stock 
dividend shall not be subject to tax but pro- 
vided that if before or after the distribution 
of any such dividend the corporation re- 
deemed its stock at such time and in such 
manner as to make the distribution essen- 
tially equivalent to the distribution of a 
taxable dividend, the amount so distributed 
was to be treated as a taxable dividend. 
(Compare the wash sale provisions of the 
Internal Revenue Code.) Committee dis- 
cussions concerning the wording of the section 
prior to the enactment thereof unequivocably 
show that Congress intended the bill to 
change the then existent law by providing 
for the case in which a corporation first re- 
deems a portion of its stock and then de- 
clares a stock dividend as well as the case 
in which the corporation first declares the 
stock dividend and then redeems a portion 
of its stock. (See Ways and Means Com- 
mittee Report No. 179, on Revenue Bill of 
1924, 1939-1 C. B. (2) 241, 250; Senate 
Finance Committee Report No. 398, 1939-1 
C. B.. (2) 266; 275.) 

It can thus be seen that the genesis of the 
presently designated Section 115 (g) of the 
Code is inextricably enmeshed in considera- 
tions emanating from the stock dividend 
consciousness of Congress, and that the sec- 
tions of prior revenue acts corresponding 
thereto “were enacted by Congress in an 
attempt to prevent the avoidance of tax upon 
distributions of corporate earnings, ordinarily 
to be distributed as dividends and so taxable, 
by means of redemption and cancellation of 
stock.” (Annie Watts Hill, 27 BTA 73, 75 
(1932) [CCH Dec. 7814], aff'd 66 F. (2d) 45 
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(CCA-4, 1933) [3 ustc § 1127]; Leopold 
Adler, 30 BTA 897, 905 (1934) [CCH Dec. 
8596], aff'd 77 F. (2d) 733 (CCA-5, 1935) 
[35-2 uste {[ 9397 ].) 

Congress recognized the potentialities of 
partial liquidations for tax avoidance pur- 
poses, and attempted to control the incidents 
thereof by writing into the Revenue Act 
of 1926 an all-inclusive provision giving the 
Commissioner plenary power to protect the 
revenues against tax avoidance practices 
consisting of the redemption of stock 
“whether or not such stock was issued as a 
stock dividend.” (Section 201 (g) of the 
Revenue Act of 1926.) Congressional in- 
tent was directed to the elimination of the 
“device” whereby a corporation with a cash 
surplus and few stockholders could buy from 
such stockholders, for cash, a proportion of 
the stock of original issue held by them and 
could cancel it without making the stock- 
holders subject to any tax. (See Ways and 
Means Committee Report No. 1, on Revenue 
Bill of 1926, 1939-1 C. B. (2) 315, 318; Sen- 
ate Finance Committee Report 52, on Rev- 
enue Bill of 1926, 1939-1 C. B. (2) 332, 344.) 
(Hyman v. Helvering, 71 F. (2d) 342 (CA 
of DC, 1934) [1934 CCH { 9280], cert. den. 
293 U. S. 570 (1934).) Clearly, whether such 
tax avoidance is present depends upon an 
examination of each case upon its own facts 
in addition to a determination whether the 
redemption has been made under circum- 
stances indicating purpose connected with 
the operations of the business or whether 
it has been so dissociated from the purposes 
of the business as to be one in form and not 
in substance. 

In the early days of our revenue laws, 
great emphasis was placed on the form of 
a transaction, at times to the exclusion of 
considerations regarding the substance thereof. 
In amending the provisions of Section 201 
(f) of the Revenue Act of 1924 by the Act 
of 1926, Congress merely legislated rules of 
statutory interpretation in the construction 
of the tax law for the guidance of the courts. 

Courts have been and apparently still are 
somewhat sensitive to the tax consequences 
incident to the distinction between the re- 
demption of stock of original issue and 
stock initially issued as a dividend, even 
though the statute, in terms, no longer makes 
such distinction. This distinction was artic- 
ulated, and the consequences thereof crys- 
tallized, by the Tax Court in DeNobili Cigar 
Company, 1 TC 673 (1943) [CCH Dec. 
13,004], affirmed 143 F. (2d) 436 (CCA-2, 
1944) [44-2 ustc J 9371] (overruled on an- 
other point, Kirschenbaum v. Commissioner 
(CCA-2, 1946) [46-1 ustc 7 9231]). In the 
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DeNobili case, the taxpayer had paid certain 
amounts in redemption of shares issued as 
stock dividends and in redemption at par 
of shares of original issue. After reviewing 
the conflicting authorities and the differing 
criteria utilized by courts in the determina- 
tion of whether a distribution in redemption 
is the equivalent in time and manner of a 
taxable dividend, the court stated that the 
foregoing considerations are applicable to 
the redemption of stock originally issued as 
a dividend, and not to stock of original issue 
issued at par and later redeemed at par. 
Accordingly, the Tax Court held, upon the 
facts therein presented, that the redemption 
of shares originally issued as stock divi- 
dends was within Section 115 (g) but that 
the redemption of stock of original issue 
was not. Yet the Tax Court stated in Ber- 
tram Meyer, 5 TC 165 (1945) [CCH Dec. 
14,583] (vacated and remanded on another 
point, 154 F. (2d) 551 (CCA-3, 1946) [46-1 
ustc § 9197]), that it is immaterial that the 
stock there involved was issued at par and 
redeemed at par. There appears to be no 
adequate rationalization for this inconsist- 
ency of treatment. 


The cogency of the distinction between 
stock issued originally and as a dividend and 
the adherence given thereto and probably to 
be given thereto in the future, can best be 
understood in light of the fact that Section 
115 (g) and the corresponding provisions 
of earlier revenue acts have been applied 
preponderantly to cases where the redemptions 
involved were of stock in fact issued as a 
dividend. (1 Mertens, Law of Federal Income 
Taxation, Section 9.122.) 


Criteria of Taxability 


It appears clear from the iegislative his- 
tory and the wording of Section 115 (g) 
that Congress, in the enactment thereof, did 
not intend to tax as a dividend every re- 
demption and cancellation of stock. The 
use of the words “at such time and in such 
manner” unquestionably shows a purpose to 
qualify the provisions of the section and to 
make time and circumstance elements in the 
determination whether the redemption is 
“essentially equivalent” to the distribution of 
a taxable dividend. The variety of facts and 
circumstances and their combinations, which 
have been considered and applied by the 
Board of Tax Appeals and courts in this 
regard, are as manifold as the cases them- 
selves. 
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A Continuing Plan 


During the last fifteen years, the Board 
and its successor, the Tax Court, have de- 
veloped and articulated various criteria of 
taxability. An oft-repeated test of the Board 
in its determination whether a particular 
distribution falls within the terms of the 
statute, is whether any relationship exists 
between the issuance of the stock and the 
subsequent redemption and cancellation thereof 
evidencing a “continuing plan” or an “arti- 
fice” to effect, without tax consequences, a dis- 
tribution of corporate earnings. (Alfred A. 
Laun, 26 BTA 764 (1932) [CCH Dec. 7692]; 
Pearl B. Brown, 26 BTA 901 (1932) [CCH 
Dec. 7722], aff'd 69 F. (2d) 602 (CCA-7, 
1934) [4 ustc J 1258], cert. den. 293 U. S. 
570 (1934); Harry A. Koch, 26 BTA 1025 
(1932) [CCH Dec. 7741]; Robert R. Meyer, 
27 BTA 44 (1932) [CCH Dec. 7810]; Annie 
Watts Hill, supra; Henry B. Babson, 27 BTA 
859 (1933) [CCH Dec. 7954], aff’d 70 F. 
(2d) 304 (CCA-7, 1934) [1934 CCH J 9229], 
cert. den. 293 U. S. 571 (1934); Louis Ror- 
imer, 27 BTA 871 (1933) [CCH Dec. 7953]; 
James A. Connelly, 30 BTA 331 (1934) [CCH 
Dec. 8502]; Leopold Adler, supra.) Intent 
and purpose of the taxpayer with respect to 
the redemption, though considered, has not 
proved determinative. (Annie Watts Hill, su- 
pra; Elwood IW. McGuire, 32 BTA 1075 
(1935) [CCH Dec. 9040], aff’d 84 F. (2d) 431 
(CCA-7, 1936) [36-2 ustc J 9338], cert. den. 
299 U. S. 591 (1936).) Where the evidence 
reveals a unified plan to distribute surplus 
originating with the issuance of stock, the 
Board has found no difficulty in applying the 
section. (Leopold Adler, supra.) 


Nature of the Distribution 


Another factor which has received the 
study of the Board is the nature of the dis- 
tribution. The Regulations provide that a 
pro-rata redemption of stock among stock- 
holders will generally be considered as ef- 
fecting a distribution equivalent to a dividend 
(Regulations 111, Section 29.115-9.) That 
the redemption was not pro rata and that 
it affected only the petitioner, does not nec- 
essarily take it out of the category of distri- 
butions “essentially equivalent” to dividends. 
(James D. Robinson, 27 BTA 1018 (1933) 
[CCH Dec. 7974], aff'd 69 F. (2d) 972 
(CCA-5, 1934) [4 ustc J 1263]; Elwood W. 
McGuire, supra; Leopold Adler, supra.) This 
is particularly true in the case of a controlling 
stockholder whose percentage of ownership 
is approximately the same both prior and 
subsequent to the redemption. (IW. & K. 
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Holding Corporation, 38 BTA 830 (1938) 
[CCH Dec. 10,460]; J. Natwick, 36 BTA 
866 (1937) [CCH Dec. 9807].) It is not 
necessary that a redemption meet all the 
legal requirements of a regular dividend 
before it can be deemed to be within Sec- 
tion 115 (g), inasmuch as “the purpose of 
the section is to tax distributions which 
effect a cash distribution of surplus otherwise 
than in the form of a legal dividend.” (Shelby 
H. Curlee, 28 BTA 773, 782 (1933) [CCH 
Dec. 8172], aff'd sub nom. Randolph et al. 
v. Commissioner, 76 F. (2d) 472 (CCA-8, 
1935) [35-1 ustc J 9169], cert. den. 296 U. S. 
599 (1935); cf. Henry B. Babson, supra.) 


Control of Corporation 
and Dividend Policy 


Petitioner’s control of the corporation and 
its dividend policy has been scrutinized in 
the Board’s determinations. The Board has 
indicated that although the petitioner may 
have complete control of the corporation 
from the time of its inception, the fact, in 
itself, is significant but not decisive. (Pearl 
Brown, supra; Champion, 27 BTA 1312 (1933) 
[CCH Dec. 8034], aff'd 78 F. (2d) 513 
(CCA-6, 1935) [35-2 ustc J 9484].) Much 
weight was placed upon this fact by the ma- 
ority of the Tax Court in Bertram Meyer, 
supra, holding that Section 115 (g) was op- 


erative. Whether the corporation has made“ 


substantial profits and the petitioner large 
withdrawals in spite of a poor dividend rec- 
ord by the company, has been dwelt upon 
by the Board in demonstrating that a par- 
ticular stock redemption is or is not in the 
nature of a dividend. (J. Natwick, supra; 
Henry B. Babson, supra; Champion, supra.) 
Thus, redemptions which were held to. be 
within Section 115 (g) occurred in instances 
where there existed proportionately low 
cash dividends (William H. Grimditch, 37 
BTA 402 (1938) [CCH Dec. 9961], pet. for 
review dismissed sub nom. MacKillop v. 
Commissioner, CCA-5, 1941), and spasmodic 
cash dividends (J. Natwick, supra). Redemp- 
tions held not to be within the sections 
involved consistent cash dividends (Henry 
RB. Babson, supra), consistent large cash divi- 
dends (Champion, supra), and substantial cash 
dividends (H. F. Asmussen, 36 BTA 878 
(1937) [CCH Dec. 9808]). With respect to 
distributions, the Board has likewise considered 
the impetus therefor, holding a redemption of 
stock at the behest of non-stockholders to be 
outside the scope of the section (Bona Allen, 
Jr., 41 BTA 206 (1940) [CCH Dec. 10,980]), 
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and the contrary where the incentive for the 
redemption came from the stockholders 
themselves (A. E. Levit, supra). 


Legitimate Business Purposes 


One of the most important and most care- 
fully considered single factors entering into 
any analysis of this problem, is whether the 
issuance and subsequent redemption of stock 
have been dictated by legitimate business 
purposes incident to the interests of the 
corporation, or the redemption originated 
with or was designed for the benefit of the 
stockholders who received its fruits. (Alfred 
E, Fuhlage, 32 BTA 222 (1933) [CCH Dec. 
8905], appeal dismissed, 79 F. (2d) 998 
(CCA-8, 1935); George A. Lembcke, 33 BTA 
700 (1935) [CCH Dec. 9170]; W. & K. 
Holding Corporation, supra; A. E. Levit, 
supra.) Legitimate business purpose with 
respect to the issuance of stock subsequently 
redeemed has been found in instances where 
an expansion of capital was necessary be- 
cause of a corporation’s entrance into a new 
line of business (Patty v. Helvering, 98 F. 
(2d) 717 (CCA-2, 1938) [38-2 ustc J 9446], 
overruled on another point, Kirschenbaum v. 
Commissioner, supra; Commissioner v. Quack- 
enbos, 78 F. (2d) 156 (CCA-2, 1935) [35-2 
ustc § 9442], overruled on another point, 
Kirschenbaum v. Commissioner, supra) and 
where there was pressure from creditors to 
increase capitalization. (George A. Lembcke, 
supra.) Such purpose has been found with 
respect to the redemption of stock where 
the contraction of capital was occasioned by 
business shrinkage (Henry B. Babson, supra; 
Dana v. Sheehan et al. (DC Mo., 1946) [46-1 
ustc §9302]}, where it was necessary to 
improve the credit status of the company 
(Bona Allen, Jr., supra), and where distribu- 
tion was undertaken to avoid liquidation of 
a profitable business and to effect a more 
convenient distribution of assets of an estate 
among its heirs and legatees. (Clara Louise 
Flinn, 37 BTA 1085 (1938) [CCH Dec. 
10,061]; Estate of Henry Vernon Foster, TC 
memo. op., Dkt. 110891 (March 22, 1944) 
[CCH Dec. 13,820 (M)].) (See 1 Mertens, 
Law of Federal Income Taxation, Section 
9.123; Gornick, “Section 115 (g),” Journal 
of Accountancy, July, 1944, pages 60-61). 


Recent Decisions 


The present attitude of the Tax Court is 
best reflected by an examination of pro- 
nouncements contained in recent decisions. 
In Samuel A. Upham, 4 TC 1120 (1945) 
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[CCH Dec. 14,484], the court held Section 
115 (g) inapplicable upon the grounds that 
the redemption did not represent part of a 
plan to distribute earnings to stockholders, 
nor did it appear that business purpose was 
lacking in connection with the redemption. 
In Bertram Meyer, supra, the Tax Court 
stated that the “important consideration is 
that under its plan the corporation could, 
by redeeming shares of... stock from year 
to year, distribute all of its earnings tax- 
free to its sole stockholder.” (Page 6.) The 
court quoted language to the effect that the 
basic criterion for the application of Section 
115 (g) is the net effect of the distribution 
rather than the motives and plans of the 
taxpayer or his corporation. Finally, in 
Heber Scowcroft Investment Company, TC 
memo. op., Dkts. 5393-5403 (June 28, 1945) 
[CCH Dec. 14,675 (M)], the court adverted 
to a combination of factors in its determina- 
tion that Section 115 (g) was inapplicable. 
These were the absence of any plan to dis- 
tribute earnings, the reasonable needs of the 
business, and the long record of substantial 
cash dividend distributions by the company, 
thus indicating lack of intent to distribute 
earnings through artifice to escape taxation. 
And the Court of Claims, in Stem v. U. S., 
62 F. Supp. 568 (1945) [45-2 uste J 9426], 
held the plaintiff taxable under Section 115 
(g) of the Revenue Act of 1936, where it 
found that the corporation had large net 
earnings, had no thought of liquidating its 
operating assets or curtailing its operations, 
and was distributing part of such earnings 
by redeeming preferred stock. 


Conflicts Past and Present 


The variety of factors hereinabove indi- 
cated entering into the determination of the 
Board and Tax Court has resulted in the 
utilization of different criteria by the sev- 
eral Circuit Courts of Appeal and, until re- 
cently, caused a serious conflict of opinion. 

The First Circuit Court of Appeals holds 
that Section 115 (g) applies to retirements 
“made in pursuance of a plan formed at 
the time when the stock was originally is- 
sued, or as a cloak for the distribution of 
earnings. (Commissioner v. Cordingley, 78 
F, (2d) 118 (1935) [35-2 ustc J 9408].) This 
test has been applied by severai circuits, 
among them the Fourth Circuit (Hill v. 
Commissioner, 66 F. (2d) 45 (1933) [3 ustc 
7 1127]; aff’'g BTA decision, supra); the 
Fifth Circuit (Commissioner v. Adler, 77 F. 
(2d) 733 (1935) [35-2 ustc § 9397], aff’g 
BTA decision, supra); the Sixth Circuit 
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(Commissioner v. Champion, supra, aff’'g BTA 
decision, supra); and the Seventh Circuit 
(Commissioner v. Babson, supra, aff'g BTA 
decision, supra, Commissioner v. Brown, 69 F. 
(2d) 602 (1934) [4 ustc § 1258], cert. den. 
293 U. S. 57 (1934), aff’g BTA decision, 
supra). 

Until its decision in Kirschenbaum v. Com- 
missioner, supra, the Second Circuit sub- 
scribed to the view that “if redeemed shares 
have been issued bona fide, Section 115 (g) 

never applies.” (Patty v. Helvering, 
supra.) The court’s position was predicated 
on the notion that where the motive for the 
issuance of stock emanates from a legiti- 
mate business purpose rather than from a 
device to distribute earnings, without pay- 
ment of tax thereon, Section 115 (g) is not 
operative. ( Commissioner v. Quackenbos, su- 
pra; Patty v. Helvering, supra; Kelly v. Com- 
missioner, 97 F. (2d) 915 (CCA-2, 1938) 
[38-2 ustc J 9383]; DeNobili Cigar Company 
v. Commissioner, supra.) In other words, 
the rule thus enunciated was that under 
Section 115 (g), redeemed shares are the 
equivalent of dividends if and only if the 
shares were not issued for genuine business 
purposes. In Kirschenbaum v. Commissioner, 
supra, the Second Circuit on authority of 
Commissioner v. Estate of Bedford, 325 U. S. 
283 (1945) [45-1 ustc 9311], affirmed a 
holding of the Tax Court (sub nom. Harry 
Banner, TC memo. op., Dkts. 3655-6, March 
27, 1945 [CCH Dec. 14,472 (M) ]) that where 
a corporation purchased shares of its own 
stock from petitioners to be held as treasury 
stock, subject to resale, and payments there- 
for were made out of accumulated earnings, 
the transaction amounted to a redemption of 
the stock at such time and manner as to be 
essentially equivalent to a taxable dividend 
under Section 115 (g) of the Revenue Act 
of 1938. In thus holding that the Bedford 
case had authoritatively overruled the doc- 
trine that the distribution of accumulated 
earnings in the cancellation or redemption 
of shares can never be essentially equivalent 
to the distribution of a taxable dividend if 
the redeemed shares have been issued bona 
fide, the Second Circuit expressly overruled 
its own prior decisions, hereinabove set 
forth. The effect of the Kirschenbaum deci- 
sion quite manifestly has been to bring the 
Second Circuit into line with other tribunals. 

Prior to its conformity to pattern, the 
view of the Second Circuit was found un- 
acceptable by the Board (A. E. Levit, supra), 
the Tax Court (Bertram Meyer, supra), and 
several circuits, including the Third Circuit 
(Brown, Jr. v. Commissioner, supra, and Smith 
v. U. S., 121 F. (2d) 692 (1941) [41-2 ustc 
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7 9565]); the Fourth Circuit (Hill v. Commis- 
sioner, supra) ; the Seventh Circuit (McGuire 
v. Commissioner, supra); and the Court of 
Appeals of the District of Columbia (Hyman 
v. Helvering, supra). In refusing to accept 
the view of the Second Circuit and in enun- 
ciating its own, the Third Circuit in the 
Smith case stated that “the bona fides in 
a company’s capitalization of its earnings is 
immaterial to the applicability of Section 
115 (g).... The statute is aimed at the result. 
The basic criterion for the application of Sec- 
tion 115 (g) is ‘the net effect of the distribu- 
tion rather than the motives and plans of the 
taxpayer or his corporation.’ Flanagan v. 
Helvering, 116 F. (2d) 937, 939-940 (CA of 
DC) [40-2 ustc J 9710].” (Pages 695-6.) To 
the same effect, see Hirsch et al. v. Commis- 
sioner, supra. It appears that the full import 
of the latter test is to allow courts which 
follow it great latitude in applying sub- 
jectivism and impressionism to arrive at a 
result, the “net effect” of which is to make 
Section 115 (g) operative. 


A conflict which apparently still exists, 
relates to the applicability of the section in 
instances where stockholders have changed 
between the issuance and redemption of 
stock. In Shelby H. Curlee, supra, the Board 
stated that the important consideration was 
the executed purpose of the corporation, and 
that the identity of the stockholders was in 
no way material. Otherwise, continued the 
Board, “a corporation with deliberate intent 
to distribute surplus, could issue a stock div- 
idend, cause the holder of one share of com- 
mon stock to sell it, then liquidate the stock 
dividend and be held outside the provisions 
of [the] section. . . .” (Page 782.) The 
Curlee decision was sustained by the Eighth 
Circuit in Randolph, et al., Trustees v. Com- 
missioner, supra. But in Parker v. U. S., 88 
F, (2d) 907 (CCA-7, 1937) [37-1 ustc ¥ 9137], 
the Circuit Court arrived at a conclusion 
self-termed as “somewhat paradoxical,” hold- 
ing that while a particular redemption might 
be within the section as to the original re- 
cipient of the stock, the section did not apply 
toa “holder who acquired the stock for full 
value from the original recipient.” (Page 
909.) The question was presented to the 
Tax Court in DeNobili Cigar Company, supra, 
and to the Second Circuit Court upon ap- 
peal thereof. Without determining the validity 
of the Parker rule, the Circuit Court affirmed 
the Tax Court in finding that sufficient evi- 
dence had not been presented to the effect 


that the transferees were “purchasers for 
value.” 
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Lapse of Time 


Reverting to the terms of the section and 
in particular to that portion which provides 
that the redemptions must be “at such time” 
and “in such manner” as to be constituted 
“essentially equivalent” to dividends, we 
find that the lapse of time between the issu- 
ance and redemption of stock has figured in 
the calculations of the Board and courts. 
In Adler v. Commissioner, supra, held to be 
within the section, two years elapsed be- 
tween the issuance and the redemption, and 
in Robinson v. Commissioner, 69 F. (2d) 972 
(CCA-5, 1934) [4 ustc J 1263], two months 
elapsed. In Stanley Goldstein, et al., BTA 
memo. op., Dkts. 91426-8, June 29, 1939 
[CCH Dec. 10,774-A], aff'd 113 F. (2d) 363 
(CCA-7, 1940) [40-2 ustc 9513], nine 
months intervened, and in William Swindells, 
44 BTA 336 (1941) [CCH Dec. 11,794], re- 
demptions in 1935 and 1936 of a stock in- 
crease made in 1934 were held to amount to 
a dividend. In Arthur M. Godwin, 34 BTA 
485 (1936) [CCH Dec. 9397], a few days 
elapsed. 


On the other hand, the redemptions were 
held not to be equivalent to the distribution 
of a dividend in instances where the lapse 
of time was eight years (Commissioner v. 
Quackenbos. -upra, and Commissioner v. Cord- 
ingley, supra); six years (Commissioner v. 
Champion, supra); nine years (Bona Allen, 
Jr., supra); three years (Robert R. Meyer, 
supra) ; three to four years (Alfred A. Laun, 
supra) ; and two years, five months (Commis- 
sioner v. Brown, supra). 


Manner of Redemption 


With regard to the manner in which re- 
demptions take place, a review of the typi- 
cal decisions involving Section 115(g) helps 
us to understand the atypical. For exam- 
ple, in William C. Huntoon, 14 BTA 459 
(1928) [CCH Dec. 3937], stock was de- 
clared as a dividend, and at the same time, 
a redemption thereof took place. The re- 
demption was held equivalent to the dis- 
tribution of a dividend. In Robinson v. 
Commissioner, supra, the corporation de- 
clared a stock dividend, and at the same 
time offered in writing to purchase a por- 
tion of the dividend. Petitioner availed 
himself of the terms of the agreement within 
two months, and the corporation redeemed 
part of the stock dividend. The court found 
the company’s distribution and offer to re- 
purchase part of the same transaction, and 
therefore within Section 115(g). Similarly, 
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in Hill v. Commissioner, supra, petitioner re- 
ceived a preferred stock dividend in 1922. 
In July, 1927, the preferred stock was re- 
deemed and on the same day a like amount 
of common stock was issued as a stock 
dividend, Thus, the preferred stock was re- 
deemed and cancelled at a time when it was 
supplanted simultaneously in the capital 
structure of the corporation by a like amount 
of common stock. The Fourth Circuit, af- 
firming the Board, held the case within 
Section 115(g). And in Brown, Jr. v. Com- 
missioner, supra, the corporation redeemed and 
cancelled 440 shares of its outstanding capi- 
tal stock, using funds out of its surplus. One 
day later, the corporation declared a 400 per 
cent stock dividend on its capital stock. The 
question was whether the transaction was 
in partial liquidation of the corporation un- 
der Section 115(c) of the Revenue Act of 
1928, only the liquidated profit being tax- 
able, or whether it fell within Section 115 (g) 
so that the entire receipt was taxable as an 
ordinary dividend. In holding the latter, 
the court pointed to the increase in capital 
stock on the following day, the continuation 
of the business at a profit, and the distribu- 
tion of earnings. Yet, in Bertram Meyer, 
none of the foregoing incriminatory ele- 
ments were present, the evidence, looking 
through form to substance, indicating a 
“loan” by petitioner to the corporation. The 
court held Section 115 (g) applicable, there 
being a strong dissent. 


Equivalent of a Taxable Dividend 


For the redemption to be the “equivalent” 
of a taxable dividend, it must be equal 
thereto in effect and import and alike in 
significance and value. (Leopold Adler, su- 
pra.) The proper inquiry is whether the 
distribution in question is of the same sig- 
nificance, of the same import or meaning, 
as a dividend distribution. The statute does 
not provide that every cash redemption of 
shares shall be treated per se as a dividend, 
but only those which because of some cir- 
cumstance of time and manner are in fact 
the essential equivalent of a dividend. Con- 
siderations pertinent to the inquiry whether 
a distribution is the equivalent of a taxable 
dividend should focus to a great measure 
on the status of the corporation’s surplus 
account. This is borne out by the Tax 
Court’s statement that “Section 115(g) is 
limited to a distribution out of earnings and 
surplus.” (Louis Wellhouse, 3 TC 363, 370 
(1944) [CCH Dec. 13,756].) 


The foregoing indicates that the phrases 
“at such time” and “in such manner” play 
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an important role in the determination of 
courts as to whether a redemption is “‘essen- 
tially equivalent” to the distribution of a 
dividend. This is in harmony with the plain 
language of the statute. Yet the implemen- 
tation of the test which has as its basic 
criterion for the application of Section 115(¢) 
the “net effect of distribution,” destroys the 
significance of these phrases. If the “net 
effect” of the distribution is what makes it 
“essentially equivalent” to a dividend, the 
words in question become meaningless sur- 
plusage. Obviously, this was not the intent 
of the enactors of the section. It is sub- 
mitted that a redemption cannot properly 
be characterized as one “essentially equiva- 
lent” to the distribution of a dividend with- 
out reference to the time and manner thereof. 
The “net effect” approach, however, leads 
to that conclusion. 


Section 115(g) and Reorganizations 


The most recent development in connec- 
tion with Section 115(g), cancellations and 
redemptions, has been the extension of the 
terms of the section to reorganizations. 

In Adam A. Adams, 5 TC 351 (1945) 
[CCH Dec. 14,631], aff'd CCA-3 (April 16, 
1946) [46-1 ustc J 9238], petition for certi- 
rari filed S. Ct. (June 18, 1946), the peti- 
tioner held 5,903 shares of $100 par value 
common stock of a total number of 5,914 
shares outstanding. Pursuant to a plan of 
reorganization, the corporation recapitalized 
and, in exchange for each such share out- 
standing, issued one share of no par value 
common stock with a stated value of $50 
and one $50 six per cent twenty-year deben- 
ture bond. The capital stock was cut in 
half, the amount of the reduction being ap- 
plied to the bonds, and the surplus remained 
unchanged. The petitioner duly surrendered 
his old stock and received the new stock 
and bonds. The majority of the Tax Court 
and Circuit Court held that the reorganiza- 
tion amounted to a distribution, and that 
“the distribution was a dividend or its essen- 
tial equivalent,” as envisaged by Section 
115(g). Strong dissenting opinions were 
filed. 

In Alice H. Bazley, 4 TC 897 (1945) [CCH 
Dec. 14,423], affirmed sub nom. /. Robert Baz- 
ley v. Commissioner, CCA-3 (April 16, 1946) 
[46-1 ustc J 9237], petition for certiorari filed 
S. Ct. (July 11, 1946), the petitioners owned all 
but one share of stock of an engineering 
corporation. In 1939, pursuant to a plan of 
reorganization, they surrendered their com- 
mon stock in exchange for new common stock 
and twenty-year debenture bonds. The face 
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amount of the bonds was $400,000, and the 
distribution thereof was proportionate to the 
shareholdings of the stockholders receiving 
them. A reduction in earned surplus corre- 
sponding to the face amount of the bonds 
was made on the books of the corporation. 
The majority of the Tax Court and Circuit 
Court held that the reorganization lacked a 
legitimate corporate business purpose, that 
the distribution of the bonds was a distribu- 
tion of earnings and profits, and that such 
distribution was essentially equivalent to the 
distribution of a taxable dividend under Sec- 
tion 115(g) of the Code. 


Similarly, in Marion Heady, et al., Truscee, 
TC memo, Dkts. 5812-5813 (July 24, 1945) 
[CCH Dec. 14,702(M) ], petition for review 
filed CCA-7 (November 30, 1945), the Tax 
Court held that a transaction in which $1.00 
par value common stock was exchanged for 
no par value common stock and debentures, 
resulted in the distribution of a taxable divi- 
dend under Section 115 (g) of the Code. 
The court pointed out that the face amount 
of the bonds was substantially equivalent to 
the amount of its accumulated earnings and 
surplus, that such surplus had been segre- 
gated in favor of stockholders pursuant to 
a collateral contract, and that the transac- 
tion lacked a corporate business purpose. 


These decisions seem difficult to justify. 
Not only does it appear from the legislative 
history of Section 115(g), as hereinabove 
set forth, that an exchange transaction such 
as any one of the foregoing is not governed 
thereby, but judicial precedents with re- 
spect to Section 112(b) (3) and 115 (g) illus- 
trate the inapplicability of the latter thereto.’ 


Judicial Precedents 


In Louis Wellhouse, Jr., supra, the peti- 
tioners exchanged 400 shares of common 
stock, which were then cancelled, for 400 
shares of preferred stock in the same cor- 
poration, and subsequently paid off their 
personal debts. No change was made in 
surplus. Although the Tax Court held that 
there was no reorganization with corporate 
business purpose sufficient to cause non- 
recognition of gain or loss under Section 
112(b)(3) and (g)(1) of the Code, it specifi- 
cally denied the applicab‘lity of Section 
115(g) with respect to the new preferred 
stock. The court based its holding on the 
fact that there was no distribution out of 





’It should be noted, however, that great 
weight is being placed upon Section 115 (a) in 
the determination of what constitutes a distribu- 
tion essentially equivalent to a dividend under 
Section 115(g). Cf. Adams, supra; Bazley, supra. 
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earnings or profits and that the surplus ac- 
count remained unchanged in amount. The 
court said that Section 115(g) “is limited to 
a distribution out of earnings and surplus.” 
(Page 370.) 

In rejecting the applicability of Section 
115(g) to the reorganization involved in the 
Wellhouse case, the Tax Court relied upon 
H. Y. McCord, 31 BTA 342 (1934) [CCH 
Dec. 8732]. There the corporation involved 
reorganized its capital structure by exchang- 
ing 4,000 shares of common stock outstand- 
ing for 500 shares of common and 750 shares 
of preferred stock. In holding the recapi- 
talization to be within the statutory definition 
of a reorganization, the Board of Tax Ap- 
peals stated that no “question arises under 
Section 115(g) because, as we have seen, the 
cancellation of outstanding shares was not 
for cash, but only in exchange for new com- 
mon and preferred shares.” (Page 343.) 


The same result was reached by the Tax 
Court in Annis Furs, Inc., 2 TC 1096 (1943) 
[CCH Dec. 13,605], where shareholders sur- 
rendered their six and one-half per cent 
preferred stock in exchange for the cor- 
poration’s six per cent debentures. The 
court determined that the exchange was a 
statutory reorganization upon which gain 
was not recognized, pursuant to Section 
112(b)(3) of the Code, and that the ex- 
change did not result in a distribution 
essentially equivalent to the distribution of 
a dividend under Section 115(g). 


More recently, the Tax Court, relying on 
the IVellhouse case, determined that where 
holders of seven per cent preferred stock, 
pursuant to a plan of recapitalization, ex- 
changed each share of said stock for 1.15 
shares of new six per cent preferred stock, 
and in addition received three-tenths of one 
share of new six per cent preferred stock in 
payment of dividend arrears on the old 
seven per cent stock and one-tenth of one 
share of new stock to compensate for the 
difference in call price between the old and 
new stock, the transaction was one not 
within the purview of Section 115(g) of the 
Revenue Act of 1936. (Ckonite Company, 
4 TC 618 (1945) [CCH Dec. 14,344]; aff'd 
CCA-3 (April 18, 1946) [46-1 ustc J 9241].) 

Other cases involving a recapitalization 
which rejected the Commissioner’s Section 
115(g) argument are South Atlantic Steam- 
ship Line, 42 BTA 705 (1940) [CCH Dec. 
11,306]; Skenandoa Rayon Corporation, 42 
BTA 1287 (1940) [CCH Dec. 11,388]; aff’d 
122 F. (2d) 268 (CCA-2, 1941) [41-2 ustc 
7 9631); and Jacob Fischer, 46 BTA 999 
(1942) [CCH Dec. 12,503]. 
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Approaching the problem from the 115(g) 
viewpoint, we find that the characteristic 
ingredients generally held by courts to con- 
stitute redemptions and cancellations as be- 
ing essentially equivalent to the distribution 
of dividends, are lacking in these exchange 
transactions. The well-known Section 115(g) 
criteria of taxability, as hereinbefore devel- 
oped, are absent therefrom. Taxable conse- 
quences have not been found in Section 
115 (g) decisions as the result of distribu- 
tions of the stock or bonds of the issuing 
company, in or with respect to reorganiza- 
tions. 


Recapitalization transactions, such as those 
involved in the Adams, Bazley or Heady 
cases, do not appear to fall within the Sec- 
tion 115(g) pattern estabished by court 
precedents. What the Tax Court is appar- 
ently attempting is to take a Section 112 
transaction out of the compass of that sec- 
tion and to force it into the mold of Section 
115, in direct violation of the language of 
the Supreme Court. (Commissioner v. Estate 
of Bedford, 65 S. Ct. 1157 (1945) [45-1 ustrce 
{ 9311].) 


Extent of Taxability 


Once a redemption has been held to be 
essentially equivalent to the distribution of 
a taxable dividend, the extent to which the 
distribution is taxable should be considered. 
The Internal Revenue Code and the applicable 
regulations (Regulations 111, Section 29.115-9) 
state that the amount distributed under Sec- 
tion 115 (g) in redemption of stock is limited 
to the extent that it represents a distribution 
of earnings or profits accumulated after Feb- 
ruary 28, 1913. 

The intendment and purpose of this limi- 
tation may best be understood by reference 
to the identical phraseology which co-existed 
in Section 115 (a) of the Revenue Act of 
1934, defining a dividend as any distribution 
made by a corporation to its shareholders, 
whether in money or other property, out of 
its “earnings or profits accumulated after 
February 28, 1913.” With the passage of 
the Revenue Act of 1936, the definition of a 
dividend under Section 115 (a) was ex- 
panded to include a distribution out of the 
earnings or profits of the taxable year with- 
out regard to the amount of accumulated 
earnings or profits at the time of the dis- 
tribution. This expansion of definition was 
effected essentially “to enable corporations 
without regard to deficits existing at the 
beginning of the taxable year to obtain the 
benefit of the dividends-paid credit for the 
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purposes of the undistributed-profits surtax” 
(see Senate Finance Committee Report No. 
2156, on Revenue Bill of 1936, 1939-1 C. B. 
(2) 678, 689), which tax has since been: dis- 
carded. The effect of this amendment to 
Section 115(a) was to render unimportant a 
deficit existent at the beginning of the year, 
if the current year’s earnings or profits 
equalled or exceeded the current year’s dis- 
tributions. (Regulations 103, Section 19.115-2; 
1 Mertens, Law of Federal Income Taxation, 
Section 9.29.) 


In contradistinction, an analysis of Sec- 
tion 115(g) reveals that it remained unaf- 
fected by the amendments of the Revenue 
Act of 1936, or later acts. There is nothing 
in the legislative history of the section which 
indicates that any interpretation other than 
the limited pre-1936 concept employed with 
respect to its counterpart in Section 115(a) 
is to be accorded to the phrase “earnings 
or profits accumulated after February 28, 
1913.” 

In spite of the complete lack of parallels 
in the backgrounds and purposes of the re- 
spective sections, there is authority which 
holds that Section 115(g) is to be governed 
by and included in the general concepts laid 
down by Section 115(a). (Vesper Company, 
Inc. v. Commissioner, 131 F. (2d) 200 (CCA-8, 
1942) [42-2 ustc J 9734].) It is submitted 
that the conclusion of the Eighth Circuit in 
holding that the scope of Section 115 (g) is 
as broad as that of Section 115(a), is an un- 
reasonable construction of the former sec- 
tion. Had Congress intended to inject such 
latitude into Section 115(g) with respect to 
the source of dividend distributions, it would 
have done so specifically. Failure of the 
court to recognize the distinction between 
current and accumulated earnings in this 
regard would seem to violate congressional 
“intent” and make mockery of the plain lan- 
guage of the statute. 

Cognizance of this distinction has been 
taken by courts in connection with sections 
of prior revenue laws which contained the 


phrase “earnings or profits accumulated 
after February 28, 1913.” 


Earlier Authority 


In Van Norman Company, Appellant v. 
Welch, Collector, 141 F. (2d) 99 (CCA-1, 
1944) [44-1 ustc 9231], the relevant ques- 
tion presented was whether the taxpayer- 
corporation was entitled to a large dividends- 
paid credit for 1936 by virtue of certain re- 


demptions of stock by it in that year. The 
applicable law was the Revenue Act of 1936, 
Section 27 (a) thereof providing that “the 
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dividends paid credit shall be the amount 
of dividends paid during the taxable year,” 
and Section 27 (f) thereof providing that in 
“the case of amounts distributed in liquida- 
tion, the part of such distribution which is 
properly chargeable to the earnings or prof- 
its accumulated after February 28, 1913 
shall . . . be treated as a taxable dividend 
paid.” The facts indicated the existence of 
capital deficits in 1927 and 1934, the years 
in which the redeemed stock was originally 
issued. Although the Circuit Court dis- 
agreed with the trial court’s findings as to 
the existence of the 1934 deficit, and ulti- 
mately held that the corporation was en- 
titled to a dividends-paid credit with respect 
to the redemption of that stock issue, the 
court did abide by the general rule that “an 
impairment of fixed or statutory capital oc- 
casioned by a deficit must be restored out 
of subsequent earnings before there can be 
accumulated earnings or profits available for 
dividends.” (Page 101-2.) (1 Mertens, 
supra, Section 9.30.) 


Similarly, in Shellabarger Grain Products 
Company v. Commissioner, 146 F. (2d) 177 
(CCA-7, 1944) [44-2 ustc J 9527], the issue 
was whether petitioner was entitled to a 
dividends-paid credit under the Revenue Act 
of 1936. The facts indicated that the corpo- 
ration, at the beginning of the fiscal year 
ended September 30, 1938, had a deficit in 
paid-in capital. During this year it dis- 
solved, making a distribution to its stock- 
holders in excess of net earnings for the 
year. The Circuit Court held such distribu- 
tion to be one in partial liquidation within 
the purview of Sections 115(c) and (1) and 
Section 27(f) of the Act of 1936. The court 
further sustained the holding of the Tax 
Court that the petitioner’s earnings and 
profits had to be used initially to absorb 
its deficit before the distribution could be 
claimed as a dividends-paid credit. The 
court regarded only the excess of earnings 
and profits over the deficit in capital as 
“earnings and profits accumulated after Feb- 
ruary 28, 1913.” 

So also, in Willcuts v. Milton Dairy Com- 
pany, 275 U. S. 215, 48 S. Ct. 71 (1927) 
[5 ustc $1570], the Supreme Court held 
that earned surplus could not be included 
in invested capital under the 1918 Act until 
a prior operating deficit had been made up; 
and in Foley Securities Corporation v. Com- 
missioner, 106 F. (2d) 731 (CCA-8, 1939) 
[39-2 ustc § 9719], the court required that 
1934 earnings should first be applied in re- 
duction of a prior deficit before any amount 
thereof would constitute a dividend dis- 
tribution entitling the corporation to a divi- 
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dends-paid credit under the Revenue Act of 
1934. 


Current Authority 


The extent to which a Section 115(g) dis- 
tribution is taxable was recently considered 
by the Third Circuit Court of Appeals in 
Meyer v. Commissioner, supra. The Tax 
Court had found that redemptions of pre- 
ferred stock by the corporation during the 
years 1938 to 1941, inclusive, in the total 
amount of $125,000, were made at such time 
and in such manner as to be essentially equiva- 
lent to the distribution of taxable dividends 
under Section 115(g) of the Revenue Act of 
1938 and the Code, and accordingly held the 
total amount thereof taxable to the peti- 
tioner as dividends. 


The facts showed that in the years 1931, 
1934 and 1936, the company had redeemed 
5,500 shares of the taxpayer’s preferred 
stock for $550,000. Earned surplus as of 
December 31, 1937, amounted to approxi- 
mately $374,000. In vacating the decision 
of the Tax Court, the Third Circuit pointed 
out that that decision required for its sup- 
port a finding either (a) that the redemptions 
of 193i, 1934 and 1936 were not essen- 
tially equivalent to the distribution of tax- 
able dividends and therefore did not for tax 
purposes operate to distribute the earnings 
of that period, or (b) that the earnings 
accumulated after the earlier redemptions 
together with the earnings of the years 1938 
to 1941, inclusive, were at least equal to the 
amounts distributed in redemption of the 
stock in the latter years. The Tax Court 
had made neither finding. 


Inasmuch as no solace can be derived 
from the Meyer case in connection with the 
solution of this problem, it appears that the 
entire question is still an open one, It 
would seem, however, that the language of 
the statute as well as the weight of authority 
to date requires that even if distributions are 
held to be essentially equivalent to divi- 
dends, taxable consequences ensue only to 
the extent to which such distributions are 


out of earnings and profits accumulated after 
February 28, 1913. 


Conclusion 


A selection has been made of representa- 
tive decisions under Section 115 (g) to 
illustrate the manifold facts and circum- 
stances which should be considered by tax- 
payers. However, even an astute analysis 
of all such facts and circumstances will not 


(Continued on page 1183) 
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The Taxation of Business Income 
from Foreign Sources 


By GEORGE F. JAMES 


The author is a member of the Illinois bar. 


This article is a digest of one which 


appeared in the April, 1946 issue of the University of Chicago Law Review 


\ ANY FACTORS affect the practical 
availability and promise of foreign 
trade—exchange restrictions and import 
quotas, tariffs, and the special risks in the 
accumulation of foreign properties and for- 
eign balances in whatever currency payable. 
Another major factor is multiple taxation, 
such as imposed by international double 
taxation. The policies of the United States, 
and of foreign countries in which United 
States concerns do business, relative to 
multiple taxation will be an important de- 
terminant in the expansion of our trade 
abroad. 


Foreign tax policies are beyond the con- 
trol of the Government of the United States 
and American public opinion, save as those 
policies can be shaped through tax treaties. 
Such treaties have been negotiated with 
several countries. They are an important 
subject in themselves. The domestic tax 
policy of the United States is determined 
by our government and is within the con- 
trol of American public opinion. If flourish- 
ing foreign trade, sufficiently profitable to 
attract adequate investment capital, is im- 
portant to the economic welfare of the 
United States, the taxation of foreign trade 
is a matter of general concern. 


It is well established that while nonresi- 
dent aliens are taxable in the United States 
only upon income having its source within 
the United States, citizens of the United 
States, domestic corporations and persons 
here resident, regardless of nationality, are 
subject to United States income tax upon 
all of their income from whatever source 
derived. Subject to certain relief provisions, 
the various revenue acts under the Six- 
teenth Amendment and the Internal Reve- 
nue Code have fully exercised this jurisdiction 
to tax. It is obvious, therefore, that 
to the extent that other nations take the 
same position, the result in many cases will 
be dual taxation of the same income. 
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Elimination of Dual Taxation 


Several devices can be and are used to 
limit or to eliminate dual taxation of for- 
eign business. In the Union of South 
Africa, for example, income derived by local 
residents from foreign sources is entirely 
exempt from income tax. In Australia such 
income until recently was exempted from 
tax provided that it was subject to tax in 
the country from which derived. Between 
certain areas in the British Empire, re- 
ciprocal agreements provide for adjustments 
of rate so that no taxpayer pays more tax 
than would be imposed in the country of 
residence or the country of source, alone, 
whichever rate is higher. In the United 
States the principal protection against 
double taxation of profits derived from for- 
eign trade is provided by the foreign-tax 
credit. The idea of the foreign-tax credit, 
now embodied in the Internal Revenue 
Code, Section 131, is a simple one. Instead 
of the exemption of income derived abroad 
and subject to income tax in the country 
of its source, a credit is provided against 
United States income tax for the tax paid 
in the foreign country, the amount of the 
credit being limited to that proportion of 
the United States tax, computed without 
the credit, which the foreign income bears 
to the entire net income. 


Some difficulties in the administration of 
the foreign-tax credit are accountable to 
the system of subjecting individual traders, 
partners, and small corporations to pro- 
gressive, instead of constant tax rates, to the 
hazardous determination of what foreign 
taxes constitute “income, war profits, and 
excess profits tax paid or accrued” by the 
American taxpayer, and to the cases in 
which the measure of income in the foreign 
country is not identical with the measure 
of income in the United States. 
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Foreign-Tax Credit Provisions 


Foreign-tax credit provisions are the most 
important provisions in the Internal Reve- 
nue Code for the special advantage or pro- 
tection of income derived from foreign 
sources. However, a more recent provi- 
sion introduced for the benefit of American 
foreign trade is that concerning Western 
Hemisphere Trade Corporations, 56 Stat. 
838 (1942). Special tax advantages are also 
extended to China Trade Act companies, 
I. R. C. Supplement K, and to taxpayers 
deriving eighty per cent of their income from 
United States possessions, I. R. C. Section 251. 

All of the special statutory provisions in 
effect thus far in this field have as their 
general purpose the encouragement of the 
foreign trade of the United States through 
the limitation of dual taxation or through 
special tax advantages. They are applicable 
to foreign trade conducted by American 
enterprises, whether or not incorporated. 
They represent a melange of legislative no- 
tions adopted at various times and variously 
amended. Obviously they are workable 
since, in fact, business is operating under 
them. However, through their complica- 
tions they present endless room for dis- 
pute, settlement, and litigation. It is 
submitted that a simpler statutory scheme 
could be devised which would reduce the 
uncertainty and scope for dispute, insure 
and improve the benefits intended, and not 
substantially decrease the revenue. 


American Foreign Trade 
Corporations 


The author’s new proposal would estab- 
lish a separate category of taxpayers, 
American foreign trade corporations. Such 
corporations might be defined as American 
corporations deriving eighty per cent or 
more of their income from sources outside 
the United States and fifty per cent of their 





income either from the active conduct of a 
trade or business or as dividends from con- 
trolled subsidiaries so engaged. The for- 
eign source income of such American foreign 
trade corporations would be entirely exempted 
from United States income taxes. However, 


dividends paid by such corporations would be 
fully taxable in the hands of shareholders, 
corporate or individual. To prevent abuse 
of the device, accumulations of income by 
the American foreign trade corporation 
would be subject to the provisions of Section 
102 of the Internal Revenue Code, penalizing 
unreasonable accumulation of surplus to 
avoid surtax on shareholders. The law 
should specifically provide, in accordance 
with the recent ruling on Western Hem- 
isphere Trade Corporations, that adjust- 
ments of corporate structure designed to 
bring foreign operations within the benefits 
of the American foreign trade section would 
not be subject to tax penalties. Dividends 
received from American foreign trade cor- 
porations by American parent corporations 
would carry with them the right to foreign- 
tax credit essentially as and to the extent 
provided by the Internal Revenue Code, 
Section 131 (f), appropriately adjusted to 
suit its new application. Going a step be- 
yond Section 131 (f) in its present form, 
the foreign-tax credit should be allowed even 
though more than one American corporation 
owns the stock of the foreign trade corpora- 
tion, no one owning “a majority of the 
voting stock.” 

The net effect of this proposed legislation 
would be to create a class of American cor- 
porations the status of which, under our 
revenue laws, would be essentially that of 
foreign corporations. They would not be 
taxable on any income save that derived 
from United States sources, and their divi- 
dends would have the same tax status as 
dividends from foreign corporations in the 
hands of American shareholders. 





[The End] 
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guarantee the conclusion reached, in view 
of the “impressionistic” approach of the 
courts. 


This “impressionism” has been aggravated 
by the uncertainty attendant upon the re- 
cent extension of Section 115(g) to cases 
involving recapitalizations, transactions not 
characteristically within the “redemption 
and cancellation” genus. 


Alleviation of the plight of taxpayers and 
counsel who seek to advise them appears to 


Business Income from Foreign Sources 











be mainly in, a clarification of the section 
by the Supreme Court or the Congress. The 
sooner this is done, the earlier will taxpay- 
ers be able to enter into normal business 
transactions with some degree of assurance, 
taxwise, as to the ultimate treatment to be 
accorded thereto by the Commissioner. 


In the last analysis, the controlling ele- 
ment should be objective principles of law. 


[The End] 
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TMHE RECAPITULATION of state tax 

legislation during 1946, presented below, 
contains digests of more than two hundred 
laws and ordinances, including all the prin- 
cipal state tax enactments of the year. 
Many acts of purely local application have 
necessarily been omitted. Except for the 
possibility of further legislation in Missouri, 
where the legislature is still technically in 
session, the review of major tax changes is 
complete. 


In view of the fact that 1946 was an 
“even” year, when few of the state legisla- 
tures regularly convene in session, tax 
legislation was heavy, especially in regard 
to income and property taxes. Important 
among the new taxes introduced were the 
Missouri excise income tax on banking in- 
stitutions, the Missouri intangibles tax, the 
New Jersey financial businesses tax and the 
Toledo and St. Louis municipal income 
taxes. 


The new legislation digested here has 
been arranged according to classes in al- 
phabetical order. Supplementary informa- 
tion noting court decisions and new 
developments is set forth in boxes under the 
appropriate state and class. 


Banks 


Several states enacted legislation pertain- 
ing to the taxation of banks, the outstand- 
ing law being the new Missouri excise 
(income) tax on financial institutions. Other 
laws relate principally to share taxes. AlI- 
though the New Jersey “financial businesses 
tax’’ is listed under franchise taxes, it must 
also be considered among the bank taxes. 


Louisiana repealed laws concerning as- 
sessment of tax on bank shares, especially 
Act 14 of the Extraordinary Session of 
1917 and Act 173 of 1938, and enacted new 
provisions. The new law follows the provi- 
sions of the former law for the most part, 
but provides for classification of bank shares 
and assessment of state and national bank 
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shares at fifty per cent of assessed valuation, 
provides for filing the list of shareholders 
by February 15 of each year instead of 
January 20, and requires state and national 
banks to file with the Tax Commission on 
or before February 15 a certified assessment 
list of all real estate owned by them or by a 
corporation of which they own all the capi- 
tal stock. The law is effective for assess- 
ment and collection of bank share taxes for 
1947 and each year thereafter. (Act 7.) 


Maine reenacted Section 157, Chapter 14, 
R. S., which concerns assessment of tax on 
stock of trust companies and national bank- 
ing institutions. (Chapter 378.) 


Missouri enacted a tax upon banking in- 
stitutions to be measured by net income, at 
a rate of seven per cent per annum. The 
tax is to be in lieu of the bank share tax 
and the tangible and intangible personal 
property taxes. Reports and payment of 
tax are due, in 1946, on or before September 
1, and, in following years, on or before 
June 1. The law is to be administered by 
the Department of Revenue. (H. B. 888.) 


New Jersey required a statement to be 
filed including the amount of capital, sur- 
plus and undivided profits as of the close of 
business on December 31 previous instead 
of January 1. One-half of the bank share 
tax shall be payable on June 1, and one-half 
on December 1, instead of in the same man- 
ner and at the same time as the general 
property taxes are collected. Penalties ap- 
plicable to taxes levied for county purposes 
instead of those applicable under the provi- 
sions of the general tax laws shall be appli- 
cable to the bank share tax. (Chapter 146.) 


Appeals are to be taken to the Division 
of Tax Appeals in the Department of Taxa- 
tion and Finance rather than to the super- 


seded State Board of Tax Appeals. (Chapter 
161.) 


New York has amended the method of 
computing net income for state bank tax 
purposes. A bank may deduct contributions 
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made to a pension trust for its employees 
to cover pension liability if the amount has 
not been previously allowed as a deduction, 
is apportioned over ten years, or “covers 
not more than one-tenth of the total pension 
liability with respect to services rendered 
prior to such taxable year.” This method 
was approved April 1, 1946, and is appli- 
cable to reports due September 1, 1946, 
based on net income for the calendar year 
1945, and to reports due thereafter. (Chap- 
ter 381.) 


It was further provided that applications 
for revision of bank taxes for years be- 
ginning January 1, 1941, 1942 and 1943, re- 
sulting from amendments permitting 
deductions of war losses, may be made on 
or before September 1, 1947, instead of 
September 1, 1946. (Chapter 152.) 


Virginia has extended the law, so that 
any city, instead of cities of less than 10,000 
inhabitants, and any town in which is lo- 
cated a branch of a bank which is located 
in any city, instead of cities containing 
10,000 or more inhabitants, may impose a 
tax on bank stock not to exceed forty 
per cent of the state rate of taxation on bank 
stock, and deleted a provision relative to 
branch banks in cities of 10,000 or less in- 
habitants. (Chapter 107.) 


Franchise 


Franchise tax amendments included new 
organization and qualification fees in Ken- 
tucky and the financial businesses tax in 
New Jersey. Missouri passed a new fran- 
chise tax on credit institutions other than 
banks, trust companies, etc. 


Georgia required that foreign corpora- 
tions doing business in Georgia must file 
copies of their charters and amendments 
thereto with the Secretary of State and pay 
a filing fee of $10, and must appoint an 
agent with the state for service of process 
and file a designation of agent with the 
Secretary of State. Failure to file a copy 
of charter subjects the corporation to a $100 
fine, and failure to designate an agent shall 
make the corporation subject to service upon 
the Secretary of State. A foreign corpora- 
tion maintaining no agent or place of busi- 
ness in the state shall be subject to suit on 
contracts. The requirements of the act do 
not apply to corporations required to file 
charters and designations of agents with the 
Insurance Commissioner. (H. B. 765.) 


Kentucky repealed the former provisions 
covering the qualification fees for domestic 
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and foreign corporations and enacted new 
provisions to take their place. The princi- 
pal fees required in the new law are as 
follows: domestic corporations—(1) par 
value stock, up to and including 20,000 
shares, per share, one cent, each share in 
excess of 20,000 and up to and including 
200,000 shares, per share, one-half cent, each 
share in excess of 200,000 shares, per share, 
one-fifth cent, minimum fee, $10; (2) no par 
value stock, up to and including 20,000 
shares, per share, one-half cent, each share 
in excess of 20,000 and up to and including 
200,000 shares, per share, one-fourth cent, 
each share in excess of 200,000 shares, per 
share, one-fifth cent, minimum fee, $10; (3) 
$3 for recording articles of incorporation; (4) 
$1 for issuance of certificate of incorpora- 
tion; (5) $3 for recording articles of incor- 
poration with clerk of the county court; 
foreign corporations—(1) $25 original filing 
fee; (2) $10 for recording articles of incor- 
poration; (3) $5 for filing statement desig- 
nating agent or change of agent for service 
of process; all corporations—(1) same fees 
must be paid for recording increases and 
reductions in capital stock and for issuance 
of certificates of increase or reduction as 
are paid for recording articles of incorpo- 
ration and issuance of certificates of incor- 
poration; (2) $10 for recording joint 
agreements of merger or consolidation. (S. 


B. 6.) 


Louisiana revised the Franchise Tax Act 
by (1) eliminating distinctions between do- 
mestic and foreign corporations; (2) chang- 
ing the tax base to include all borrowed 
capital but to permit exclusions of certain 
amounts for taxes or interest and amounts 
deposited with taxpayer as advances on 
business transactions; (3) redefining bor- 
rowed capital to apply the term only to 
indebtedness maturing more than one year 
after date of incurrence; (4) requiring bor- 
rowed capital and other additional infor- 
mation to be reported in the yearly report; 
(5) preventing the Collector from establish- 
ing values in excess of the cost of the asset 
to the taxpayer; (6) providing for inclusion 
in the tax base of certain reserves and ex- 
clusion of surpluses required to be set aside 
by court order; (7) introducing a net sales 
ratio in computation of the tax; (8) provid- 
ing for a percentage allocation of revenues 
from or investments in a parent or subsid- 
iary corporation; (9) providing for first 
liability for tax and for extension of time in 
filing reports, and (10) reducing the tax rate 


from $2 per $1,000 to $1.50 per $1,000. (Act 
201.) 
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Massachusetts extended the requirement 
for foreign corporations to designate the 
Commissioner of Corporations and Taxa- 
tion as attorney upon whom process may be 
served, to apply also to corporations do- 
ing business in the Commonwealth as well 
as those owning real property, having a 
usual place of business or engaging in spec- 
ified activities in the Commonwealth. It 
is provided that in the case of service or 
process on a corporation which has not so 
appointed the Commissioner or cannot 
qualify, the notice required to be mailed by 
the Commissioner shall be mailed to the 
proper address of the corporation, fur- 
nished by the plaintiff or his attorney. 
(Chapter 342.) 


Missouri made numerous changes in the 
corporation laws. The chief amendments 
effected are: (1) franchise tax due date 
changed from May 15 to December 31; (2) 
organization and franchise taxes to be paid 
to Director of Revenue rather than to State 
Treasurer; (3) franchise tax assessments to 
be completed by November 1 rather than 
March 30 and results to be reported to Di- 
rector of Revenue rather than to State 
Auditor; (4) list of delinquent franchise 
taxes to be compiled by Director of Reve- 
nue rather than State Treasurer; (5) refer- 
ences to State Board of Equalization 
deleted. (H. B. 540.) 


The state also imposed an annual fran- 
chise tax upon credit institutions other than 
banks, trust companies, credit unions, in- 
surance companies, mutual savings and loan 
associations, building and loan and real es- 
tate mortgage and loan companies. The tax 
is seven per cent of the net income. Returns 
and payment are due September 1, 1946, 
and June 1 annually thereafter. (H. B. 948.) 


New Jersey provided for a new finan- 
cial businesses tax on business enterprises 
which are in substantial competition with 
the business of national banks and which 
employ moneyed capital with the object of 
making profit by its use as money, etc. The 
tax is at the rate of three-fourths of one 
per cent of allocated net worth, less deduc- 
tions, as of the close of the previous cal- 
endar year, but not less than $25, and is in 
lieu of any state franchise tax or of any state 
or local taxation of, upon, or measured by, 
personal property entering into the determi- 
nation of net worth. Returns and tax are 
due April 15 except in the year 1946, when 
they are due October 15. For the year 1946 
corporate taxpayers pay the tax levied by 
the Corporation Business Tax Act or this 
act, whichever is greater. Taxes paid under 
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the Corporation Business Tax Act are en- 


titled to a credit under this act. (Chapter 
174.) 


Special provisions were made for the 
privilege year 1947 and the filing of returns 
and payments of tax for such year. 


New York provided that a foreign cor- 
poration shall not be deemed to be doing 
business in New York merely because 
shares of stock or securities are kept there 
for safe-keeping. (Chapter 87.) 


Hereafter, transportation companies must 
appoint the Secretary of State as agent for 
service of process. (Chapter 598.) 


In computing the amount of capital stock 
employed in the state for the purpose of 
license fee on foreign corporations, the pro- 
portion of subsidiary and “investment” 
capital allocable within the state shall be 
calculated without regard to the minimum 
provided in Article 9-A, Tax Law. (Chapter 
643.) 


Gasoline 


Almost half of the many gasoline taxes 
enacted pertain to refunds. Mississippi 
made comprehensive amendments both to 
the gasoline tax and the use fuel tax, and 
New York extended the emergency one 
cent taxes for another year. 


Georgia provided for refund of gasoline 
tax, except for one cent per gallon, on 
gasoline purchased in quantities of twenty- 
five gallons or more and used in farm ma- 
chinery and equipment. Filing of applica- 
tion for refund is required within six months 


after purchase on which refund is claimed. 
(H. B. 367.) 





GEORGIA AND Iowa CASES 


In January the Georgia Supreme 
Court held that the motor fuel tax 
was not imposed upon the storage and 
withdrawal within the state of fuel 
purchased outside the state, imported 
in tank cars and stored within the 
state, and subsequently withdrawn 
only for fuel for airplanes operated 
exclusively in interstate commerce. 
Thompson v. Eastern Airlines, Inc. 
(Ga. CT § 44-003). 


In July the Iowa Supreme Court 
sustained the increase in the gasoline 
tax from three to four cents. Carlton 


v. Grimes et al. (Ia. CT 4404). 








Kentucky authorized a ninety per cent 
refund of taxes paid on gasoline used in 
tractors or stationary engines operated for 
agricultural purposes, provided that applica- 
tion for refund is made within 120 days, that 
purchases exceeded fifty gallons, that the 
amount refunded is at least $5, and that the 
person seeking the refund is the holder of 
an unrevoked refund permit. (H. B. 42.) 

The requirement that fuel used in aircraft 
must be used in interstate commerce in 
order to be refundable was eliminated. 
(S. B. 250.) 

Louisiana broadened the exemption for- 
merly allowed farm tractor fuel to include 
all tractor fuel and distillate in both the 
parish aid tax and the state tax. (Acts 
183-184.) 

Section 14, Article VI-A of the constitu- 
tion, was amended to limit the exemption of 
gasoline sold to the United States to gasoline 
delivered in lots of 6,000 gallons or more, 
and to exempt gasoline delivered to the 
armed forces of the United States for pro- 
pulsion of ships or planes. (Act 413.) 

Mississippi levied a seven cents per gallon 
tax on fuels other than gasoline used to 
propel vehicles. A permit for vehicles pro- 
pelled by such fuel and quarterly reports by 
holders of permits, are required. (H. B. 
122.) 

Another enactment requires monthly re- 
ports of withdrawals of gasoline from 
storage; sets 750 gallons as a minimum 
deduction for losses through Act of Provi- 
dence; requires reports of deliveries within 
the state and inspection of oil carriers en- 
tering the state; and provides bond, permit 
and refund requirements for dealers in 
aviation gasoline. (H. B. 124.) 

The administration of the use fuel tax 
was transferred from the Motor Vehicle 
Commissioner to the Motor Vehicle Comp- 
troller; a seven cents per gallon tax on fuel 
other than gasoline used to propel motor 
vehicles was imposed, and the due date for 
monthly reports was changed to the fifteenth. 
Changes were made in method of payment 
of the tax, penalties and reciprocal agree- 
ments. (H. B. 128.) 

The state provided for the refunding of 
five cents of the six cents excise tax paid 
on gasoline used within the boundaries of 
municipalities when such gasoline is used 
in municipally owned equipment. (S. B. 92.) 

New York extended the emergency tax of 
one cent per gallon and the additional emer- 
gency tax of one cent per gallon on motor 
fuel sold, to March 31, 1947. (Chapter 110.) 

The Tax Commission is now allowed to 
collect unpaid taxes on gasoline at the time 
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of the filing of a warrant instead of after 
the warrant is returned unsatisfied. (Chap- 
ter 385.) 

North Dakota provided by initiative peti- 
tion for refunding of license taxes paid upon 
motor vehicle fuels used for agricultural or 
industrial purposes and for refunds to local 
governing bodies. 

South Carolina authorized the refund of 
taxes paid on gasoline sold to army or navy 
primary aviation schools and used in planes 
owned by the United States for the training 
of cadets, students or trainees. (H. B. 360.) 


Virginia increased the gasoline and use 
fuel taxes from five cents to six cents per 
gallon. (Chapter 196.) 

A road tax was imposed on motor carriers 
equal to six cents per gallon calculated on 
the amount of motor fuel used in their 
operations in Virginia, and a prior law on 
the same subject was repealed. (Chapter 
270.) 

The time within which to file applications 
for gasoline tax refunds was increased from 
sixty days to three months. (Chapter 357.) 


Income 


A great deal of income tax legislation 
was initiated during 1946. In New York 
alone, fourteen new laws on this subject 
were passed. The most significant enact- 
ments were the city ordinances of St. Louis 
and Toledo, imposing taxes on salaries, 
wages and compensation of residents and 
nonresidents when earned within 
cities. 


Georgia provided that $1,500 of compen- 
sation for military service during World 
War II shall be deductible and also pro- 
vided for abatement of penalties and de- 
ferred returns. (S. B. 272.) 


Kentucky defined “adjusted gross  in- 
come,” created an optional tax table for use 
by individuals having adjusted gross _in- 
comes not in excess of $5,000, and eliminated 
personal exemptions, substituting credits 
against the computed tax of $20 for single 
persons, $50 for married persons and heads 


of families, and $10 for dependents. (S. B. 
222.) 


Louisiana excluded from gross income 
capital gains from sales or exchanges of 
capital assets located outside the state and 
included among the items not deductible 
the capital losses from sales or exchanges 
of capital assets located outside the state. 
The act was approved July 18, 1946, and 
became effective for taxable years beginning 
after December 31, 1945. 


those 
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The following amendments were made: 
(1) exclusion from the deduction allowable 
for taxes of any income taxes paid on 
income not taxed by Louisiana; (2) rewrit- 
ing of the deduction for bad debts as allow- 
able for those which became worthless 
during the year, instead of for those ascer- 
tained to be worthless and charged off dur- 
ing the year; (3) granting of a deduction 
for contributions to corporations as well as 
individuals, limiting the corporation deduc- 
tion to five per cent of net income and 
adding a provision excepting individuals 
whose contributions plus their Louisiana in- 
come tax have exceeded, for the current and 
eight preceding years, ninety per cent of 
their net income from the fifteen per cent 
limitation; (4) inclusion of losses from sales 
or exchanges of capital assets located outside 
the state as nondeductible items; (5) grant- 
ing of an additional personal exemption to 
honorably discharged military personnel of 
World War II in amounts of $1,500 for 
single persons and $2,500 for married per- 
sons for calendar or fiscal years beginning 
after December 31, 1945, and until Decem- 
ber 31, 1950; (6) disallowance of exemption 
for one dependent for persons qualifying as 
heads of families only because of depend- 
ents under eighteen years of age or in- 
capable of self-support, or dependents for 
whom the person is providing educational 
opportunities; (7) requirement of schedules, 
rather than copies of federal returns, to 
show entire net income for federal purposes 
and total federal income tax payable; (8) 
provision that statements must be filed 
within thirty days after adjustment of fed- 
eral return; (9) granting of credits to resi- 
dent individuals and domestic corporations 
for income taxes paid to another state on 
income taxable by Louisiana under certain 
conditions. (Act 203.) 

An act limited the definition of dividends 
to distributions from earnings or profits 
accrued since December 31, 1933. Distribu- 
tions shall be considered to be made from 
the most recent accumulated earnings or 
profits instead of the earliest earnings or 
profits. A reference to January 1, 1934, 
in relation to distributions in partial liquida- 
tion, was deleted. (Act 195.) 

Additional exemptions of $1,500 for single 
persons and $2,500 for married persons were 
granted to honorably discharged members 
of the armed forces of the United States 
or any United Nation in World War II for 
the calendar and fiscal years beginning after 
December 31, 1945, and until December 31, 
1950. The dependency allowance for fur- 
nishing educational opportunities was limited 
to the furnishing of such opportunities to 
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persons over eighteen and under twenty-one. 
Credit for one dependent was disallowed for 
heads of families qualifying only because 
of dependents other than husband or wife, and 
the provisions concerning postponement of 
returns, tax payments for members of the 
military services and abatement of tax and 
penalties for persons dying in military 
service, were reenacted. (Act 191.) 


Massachusetts enacted an additional tax, 
for the years 1947-1950, of one and one-half 
per cent of the net income of domestic and 
foreign manufacturing corporations, do- 
mestic business corporations and foreign 
corporations, except for corporations dealing 
exclusively in securities as principal and not 
broker, to finance additional bonuses for serv- 
icemen. This tax is in addition to the ten 
per cent and three per cent surtaxes, but 
replaces the two and one-half per cent tax 
imposed with respect to 1946. It was ap- 
proved June 14, 1946, and became effective 
September 10, 1946. (Chapter 581.) 

The service pay of noncommissioned per- 
sonnel of the armed forces was exempted 
from tax, and returns of members of the 
armed forces are not due until six months 
after the end of their service. Provision was 
made for payment of tax on other than serv- 
ice pay by noncommissioned personnel 
within three years after the end of their 
service or the end of the war, whichever 
is later, and for payment of tax by com- 
missioned officers in three equal yearly 
installments within three years after the ter- 
mination of their service or the end of the 
war, whichever is later. (Chapter 604.) 

The interest on share savings accounts 
in cooperative banks was exempted from 
personal income taxation. (Chapter 539.) 


Mississippi required verification by writ- 
ten declaration instead of signature under 
oath on individual income tax returns. 
CEP. B.. 202.) 

Provision was made for deduction of all 
ordinary and necessary expenses sustained 
by Mississippi legislators attending legisla- 
tive sessions, teachers attending special 
schools in order to secure contracts or em- 
ployment, and convention delegates of pro- 
fessional societies, associations, and national 
political conventions. Gift, inheritance and 
estate taxes are included among. non- 
deductible items. (H. B. 411.) 

Extension of time for filing returns by 
nonresident taxpayers was limited to six 
months. (H. B. 413.) 

An exemption of $1,000 was allowed for 
estates and trusts when the administrator, 
trustee or fiduciary pays the tax. (H. B. 
425.) 
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JupiciaAL REVIEW 


Most of the cases pertaining to state 
income taxes this year dealt with the 
determination of net taxable income 
or the apportionment thereof. 


In February the Oklahoma Su- 
preme Court held that the statutory 
method of determining gain or loss on 
disposal of property acquired before 
January 1, 1931, was valid (Essley v. 
Oklahoma Tax Commission, Okla. CT 
{ 16-028) and also that a_ business 
trust was taxable as a corporation 
(Oklahoma-Texas Trust v. Oklahoma 
Tax Commission, Okla. CT ¥ 16-027). 


In March the Tennessee Supreme 
Court held that the Commissioner 
could disallow credit for “accrued” 
expenses (Southern Coal Company, Inc. 
v. McCanless, Tenn. CT ¥ 14-504). 

In May the Vermont Supreme 
Court held that, for taxable years 
before excess profits income became a 
credit in 1942, federal excess profits 
taxes were deductible in computing 
the Vermont franchise tax, and where 
the taxable income has been reduced 
by federal renegotiation a _ refund 
might be allowed on the franchise 
tax (Fairbanks Morse and Company v. 
Harvey, Vt. CT ¥ 1533). 

In June the Colorado Supreme 
Court held that the State Treasurer 
had the power to define “head-of-a- 
family” for income tax purposes 
(State Treasurer et al. v. Ellis, Colo. 
CT ¥ 16-017). 

In July the Minnesota Board of 
Tax Appeals held that the packaging 
of butter was not “manufacturing” 
within the weighted formula of the 
income and franchise tax law (Sugar 
Creek Creamery Company v. Commus- 


stoner of Taxation, Minn. CT ¥ 18-033). 





Missouri increased the personal exemp- 
tion for individuals from $1,000 to $1,200, 
for heads of families or married persons 
from $2,000 to $2,400, and for dependents from 
$200 to $400, and provided that assessments 
and administration of the law shall be con- 
trolled by the Director of Revenue rather 
than by county and township assessors, and 
that the tax of persons filing returns by 
April 15 shall be due June 2 while the tax 
of persons filing returns after April 15 shall 
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be due within forty-five days after the due 


date of the return. (H. B. 676.) 


Service compenss#:ion of members of the 
armed forces of World War II not exceed- 
ing $1,500 per year was exempted and benefit 
of this provision was extended to persons 
filing returns after January 1, 1946, for the 
years 1942 through 1945. (H. B. 747.) 


An excise income tax on banking institu- 
tions was enacted, to be measured by net 
income at a rate of seven per cent per 
annum. Reports and payment of tax are 
due, in 1946, on or before September 1, and, 
in following years, on or before June 1. The 
law is to be administered by the Department 
of Revenue and the tax is to be in lieu of 
the bank share tax and the tangible and 
intangible personal property taxes. (H. B. 
888.) 


City of St. Louis, Missouri, imposed an 
earnings tax of one-fourth of one per cent 
upon the salaries, wages, commissions and 
other compensation of residents and non- 
residents and upon the net profits of resi- 
dent and nonresident associations and 
corporations. Employers are required to with- 
hold the tax from payments to their em- 
ployees and remit such collections and file 
returns with the City Collector on or before 
January, April, July and October 15. An- 
nual returns of taxpayers and tax payments 
are due on or before March 15. 


New York continued to July 1, 1947, the 
personal income tax exemption for mem- 
bers of the armed forces in active military 
service. (Chapter 49.) 


The taxes upon and with respect to per- 
sonal incomes and net capital gains based 
on returns for the calendar year 1945 and 
for fiscal period or periods of less than one 
year ending during the calendar year 1946, 
were reduced by fifty per cent. (Chapter 


109.) 


The temporary business corporation fran- 
chise tax rate of six per cent on net income 
or salaries and income is not applicable for 
fiscal or calendar years ending after June 
30, 1945, thus reinstating the permanent 
four and one-half per cent rate, and the tax 
on unincorporated businesses was extended 
to apply to 1946 income or income for fiscal 
years ending in 1947. The unincorporated 
businesses tax rate was reduced from four 
per cent to three per cent for the calendar 
years 1945 and 1946 and fiscal years ending 
in 1946 and 1947. (Chapter 110.) 


Application for revision of personal in- 
come tax and bank tax for calendar years 
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1941, 1942, and 1943, and fiscal years ending 
in 1942, 1943, and 1944, resulting from 
amendments permitting deductions of war 
losses, may be made before April 15, 1947, 
instead of April 15, 1946. (Chapter 152.) 


The Tax Commission was permitted to 
audit, re-audit, determine and collect the 
amount of business corporation franchise 
tax from the transferee of property of the 
taxpayer. (Chapter 224.) 


Excluded from personal income tax gross 
income was the interest of any authority, 
commission, or instrumentality of the state 
or its municipal corporations or political 
subdivisions, including those created by 
compact or agreement to which the state 
is a party. (Chapter 227.) 


The business corporation franchise tax 
was changed to permit as a deduction from 
investment capital any short-term liabilities 
attributable to investment capital, to permit 
as a deduction from business capital the 
capital liabilities not deducted from invest- 
ment capital, to provide that corporations 
ceasing to exercise their franchise or incur 
tax liability shall file reports covering the 
periods for which no reports were filed and 
pay taxes which will be due subsequent to 
the time of filing the report, to provide that 
corporations with fiscal years ending after 
the last day of December instead of the last 
day of February shall make reports within 
four months after the close of the fiscal 
year, and to remove a provision relative to 
a limitation period for enforcement of the 
tax on foreign corporations. (Chapter 312.) 


The provision prescribing a credit for 
residents for income taxes paid to other 
states was eliminated from the personal in- 
come tax law. (Chapter 344.) 


The personal income tax provisions re- 
lating to deduction of taxes and interest 
paid by stockholders in cooperative apart- 


ment corporations, were amplified. (Chap- 
ter 401.) 


Certain conditions for allowance of de- 
ductions in computing the net estate of a 
decedent for personal income tax purposes, 
were imposed. (Chapter 447.) 


Personal income tax returns for taxable 
years during which the taxpayer is in mili- 
tary service shall be made within six months 
after discharge or termination of the pres- 
ent war, whichever is earlier, and an exten- 
sion of time may be granted for filing 
returns without payment of interest. (Chap- 


ter 506.) 
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Personal income tax provisions excluding 
a member of the armed forces from the 
definition of resident, even though he spends 
more than seven months of the taxable year 
in New York, and excluding from gross 
income the compensation paid to members 
of the armed forces who are not domiciled 
in New York, were extended until July 1, 
1947. (Chapter 543.) 


Combined business corporation franchise 
tax reports shall be filed, rather than con- 
solidated reports. Tax paid shall be meas- 
ured by combined entire net income or 
combined capital of all the corporations 
included in the report and intercorporate 
items are eliminated in computing combined 
entire net income, combined business and 
investment capital, and combined subsidiary 
capital. (Chapter 739.) 


South Carolina changed the income tax 
exemption granted members of the armed 
forces to provide that compensation received 
during any taxable year from 1941 to 1945, 
inclusive, because of service in the armed 
forces or the Red Cross is exempt to the 
extent of $1,500. (H. B. 759.) 


Virginia permitted any person who, after 
January 1, 1941, was assessed for income 
tax for a period during which he was in 
the armed forces, to pay the principal 
amount of the tax without penalty or inter- 
est within one year after termination of his 
service and provided for application for such 
relief at the time of payment of the tax. 
(Chapter 207.) 


Information returns of payments of $500 
instead of $1,000 are required. Such returns 
must be filed by corporations by February 
15 instead of April 15 and by individuals 
by May 1 instead of June 1. (Chapter 216.) 


Inheritance, Estate 


The few inheritance and estate tax laws 
passed were not of great significance, except 
for the extension of the New York emer- 
gency tax law. 


District of Columbia exempted from tax 
all transfers to the American Red Cross 
but authorized refunds only where taxes 
have been paid under protest. (P. L. 430.) 


Missouri made changes in regard to the 
additional estate tax, filing of bond by bene- 
ficiaries electing to postpone payment of tax 
and appeal from judgment determining the 
amount of tax and transfers duties of the 


State Treasurer to the Director of Revenue. 
CH. B. Gok.) 
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New Jersey provided that inheritance tax, 
in the case of decedents who are members 
of the armed forces, shall not bear interest 
until one year after receipt of official notifica- 
tion of the death of decedent by his next of 
kin, and that inheritance taxes shall remain a 
lien until July 1, 1948, or until ten years after 
the date of death of a decedent, whichever 
shall expire later, and no longer, unless 
sooner paid or secured by bond. (Chapters 
70 and 240.) 


New York extended the emergency tax 
rates to estates of persons dying prior to 
April 1, 1947. (Chapter 110.) 


Exemptions for transfers of estates to 
decedent’s widow, husband, lineal ancestor 
or other specified persons shall be permitted 
only when such transfers are to and in- 
defeasibly vested in such persons. (Chap- 
ter 380.) 


South Carolina provided for the reciprocal 
exemption of charitable transfers to or for 
residents and organizations of other states 
which grant a like exemption to or for per- 
sons and organizations of South Carolina. 


(H. B. 846.) 


Insurance 


Six laws were passed affecting taxes on 
insurance companies including a new fire 
and marine tax in Massachusetts and a 
general revision of the Missouri law for 
administrative purposes. 


Louisiana included among the investments 
allowable for reduction of insurance com- 
panies’ premiums license tax because of 
assets within the state, the stock of home- 
stead building or loan associations organized 





INSURANCE TAXES SUSTAINED 


Insurance company taxes were 
before the courts on several occasions 
during this year, the two most impor- 
tant cases being United States Su- 
preme Court decisions in Prudential 
Insurance Company v. Benjamin (S, C. 
CT § 7801) and Robertson v. California 
(Cal. CT § 34-503). In each case the 
right of the state to tax and regulate 
the insurance business was sustained | 
and the right of the state to distin- | 
guish between domestic and foreign | 








insurance companies was established. 





and operating under Louisiana laws to the 
extent such stock is insured by a federal 
or state agency. (Act 289.) 


Massachusetts passed a tax of five per 
cent upon marine or fire and marine insur- 
ance companies, based upon the underwrit- 
ing profit, in lieu of the gross premiums tax 
levied upon other insurance companies. Re- 
turns must be filed by such companies on 
or before April 1. The law, approved May 
31, 1946, is effective January 1, 1948, and 
applicable to business for year ending De- 
cember 31, 1947, and subsequent years. 


Mississippi equalized the premium tax on 
domestic and foreign insurance companies 
by providing that domestic insurance com- 
panies must pay the entire difference be- 
tween their ad valorem tax and the tax on 
foreign companies doing the same business, 
rather than one-half the difference as here- 
tofore, and changed the report and payment 
due date for foreign companies from semi- 
annually, during the months of February 
and August, to annually, during the month 
of February. (H. B. 865.) 


Missouri rewrote the greater portion of 
the law concerning the taxation of insurance 
companies, the only material change being 
a change in the tax collector from the 
Superintendent of the Insurance Depart- 
ment to the Director of Revenue. (H. B. 
887.) 


The tax on domestic life and accident, 
mutual, other than life, and title insurance 
companies is to be in lieu of the tax on 
intangibles. (H. B. 871.) 


Licenses—Miscellaneous 


Numerous laws were passed relating to 
licenses and miscellaneous fees, the most 
significant of which are digested below. 


Louisiana excluded from gross sales, upon 
which the license fees for bulk or distribut- 
ing plants, for petroleum plants, and for 
retail gasoline filling stations are based, the 
federal or state manufacturer’s or dealer’s 
license, privilege or excise taxes which form 
a part of the purchase price of such petro- 
leum products to the bulk and distributing 
plants and filling stations. (Act 18.) 


Mississippi raised the tax that counties 
are authorized to levy on billiard and pool 
tables operated outside a municipality or 
city from $25 to $100 a table. (H. B. 1045.) 


The section imposing state-wide taxes on 
dealers handling cash registers, typewriters, 
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adding machines, mimeograph machines, 
dictaphones, check protectors, calculating 
machines, refrigerators, lighting systems, 
washing machines, burglar alarms, auto- 
matic sprinklers, computing scales and 
waterworks systems was repealed. In the 
place of this provision municipalities and 
counties are authorized to levy a tax of $10 
upon persons handling cash registers, type- 
writers, billing machines, adding machines, 
bookkeeping machines, calculating machines, 
mimeographs, multigraphs, or duplicating 
machines of any kind, dictaphones, edi- 
phones, or other like devices, check protectors, 
protectographs, mechanical refrigerating 
machines operated by gas, electricity or 
otherwise, lighting systems, gas or elec- 
trical, washing machines, mechanically or 
electrically operated, burglar alarms, auto- 
matic sprinklers, computing scales, and 
waterworks plants or systems. (S. B. 455.) 


The former state tax on liquefied and 
petroleum gas systems was repealed, and 
counties and municipalities are authorized 
to levy a tax of $50 upon each person, or 
corporation maintaining a bulk storage plant 
in the state and a tax of $5 upon each per- 
son or corporation selling or delivering 
liquefied or petroleum gas systems in a 


county or municipality other than the one in 
which the bulk storage pladit is located. 


A state-wide annual privilege tax of $200 
was levied upon persons or corporations 
selling or distributing liquefied petroleum 
or petroleum gas systems in the state if no 
bulk storage plant is maintained in the state. 


(H. B. 1061.) 


The former state-wide tax imposed on 
stamp and merchandise vending machines 
and upon automatic weighing scales was re- 
pealed, and counties and municipalities are 
authorized to levy taxes ranging from $2 
to $10, depending upon the type of machine 
owned, upon the same sort of machines. 
(H. B. 610.) 


New York City passed legislation ena- 
bling the City of New York, until July 1, 1949, 
to adopt and amend local laws imposing a 
tax on occupancy of rooms in hotels, apart- 
ment hotels or lodging houses at the rate 
of five per cent of the rent, except that no 
tax may be imposed where the rent is less 
than $2 per day and no tax shall be im- 
posed on the occupancy of rooms by a per- 
manent resident. (Chapter 341.) 


The city imposed a tax, for the period 
from July 1, 1946, to June 30, 1949, of five 
per cent on the occupancy of hotel, apart- 
ment hotel and lodging house rooms which 
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rent for more than $2 per day. Returns 
and payment are to be filed with and paid 
to the City Treasurer on or before July 20, 
October 20, January 20 and April 20. (Local 
Law 15.) 


Liquor 


Beer and liquor tax amendments consisted 
mainly of administrative changes, although 
New York extended the increased tax for 
another year and South Carolina enacted 
an additional tax on wholesalers. 


Arizona increased by fifty per cent the 
luxury excise taxes on malt, vinous and 
spirituous liquors. (H. B. 1.) 


Mississippi provided that beer and light 
wine permits shall be effective for one year 
only. (S. B. 438.) 


Maine increased the price on liquor and 
wines so as to produce a state liquor tax 
of sixty-four per cent instead of sixty-one 
per cent based on less carload cost, f. o. b. 
State Liquor Commission warehouse. The 
increase was approved July 26, 1946, but 
defeated at a referendum held September 9, 
1946. (Chapter 381.) 


New York extended the increased tax of 
$1.50 per gallon on liquor to March 31, 1947. 
(Chapter 110.) 

Sales to the United States were exempted 
from alcoholic beverage tax. (Chapter 345.) 


The Tax Commission was allowed to col- 
lect the tax by filing a warrant instead of 


after the warrant is returned unsatisfied. 
(Chapter 385.) 


South Carolina levied additional taxes on 
alcoholic liquors sold by wholesalers and 
retailers. The wholesalers’ tax is twenty- 
five cents per case on the first 1,000 cases, 
fifty cents per case on the next 4,000 and 
$1.00 per case on all cases over 5,000 sold 
each month. The retailers’ tax is $1.00 per 
case, payable to the wholesaler who affixes 
stamps to each case. These taxes may not 
be added to the consumer price. (H. B. 


364.) 


Louisiana made several administrative 
changes in regard to intoxicating liquors. 
The application date is changed from De- 
cember 1 to November 1, and the suspension 
date for lack of a new license is similarly 
changed from February 1 to January 1. 
Applicants are required to be residents of 
the state for two years instead of six 
months, and provision was made for sus- 
pension and revocation of licenses. (Act 


384.) 
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The law was amended to substitute Col- 
lector of Revenue for Supervisor of Public 
Accounts. Wholesalers’ and jobbers’ li- 
censes were increased from $50 to $75, and 
wholesalers were prohibited from securing 
retailers’ permits. Retailers were classified 
and license fees of $15 were imposed on 
Class A retailers, selling beverages for con- 
sumption on or off the premises, and $10 
on Class B retailers, selling beverages for 
consumption off the premises only. Parishes 
and municipalities were permitted to impose 
license fees of $75 on wholesalers, $35 on 
Class A retailers and $25 on Class B re- 
tailers, except in municipalities of more than 
400,000, which may charge $100 to whole- 
salers and Class A retailers and $20 to 
Class B retailers. Penalty provisions for 
late application for license were changed 
from $10 to twenty-five per cent of the per- 
mit fee, and the Collector was allowed to 
refuse licenses to persons failing to file by 
January 1 instead of February 1. Applicants 
are required to be residents of Louisiana 
for two years instead of six months. Other 
qualifications for licensees and places of 
business were imposed and procedure for 
suspension or revocation of permits was 
delineated. All except wholesale dealers are 
prohibited from importing or receiving tax- 
able beverages from outside the state, and 
deliveries by carriers from outside the state 
without a permit from the Collector are 
prohibited. Bond in a minimum amount of 
$1,000 is required from all wholesale dealers. 
Provision was made for refund of tax to 
jobbers on exports from the state. Parishes 
and municipalities were authorized to levy a 
gallonage tax not exceeding $1.50 per gallon 
and ordinances levying such taxes must be 
filed with the Collector. Local subdivisions 
may revoke or suspend licenses granted 
under their ordinances. (Act 190.) 


Motor Vehicles 


The many amendments to the motor ve- 
hicle laws ranged from comprehensive re- 
vision of the fees in Kentucky and Missis- 
sippi to administrative changes in Missouri 
and a local law in South Carolina. 


Georgia changed the weight fees on truck 
trailers and semi-trailers not operated for 
hire from $1,000 for all excess over 10,000 
pounds to $300 for 10,001 to 12,000 pounds, 
$500 for 12,001 to 14,000 pounds, and $1,000 
for more than 14,000 pounds, and the weight 
fees of truck trailers and semi-trailers oper- 
ated for hire from $1,500 for more than 
10,000 pounds to $600 for 10,001 to 12,000 
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MUNICIPAL TAXES 


In April the Virginia Supreme 
Court of Appeals sustained the Lynch- 
burg municipal mileage tax on motor 
carriers (Brooks Transportation Com- 
pany et al. v. City of Lynchburg, Va. 
CT § 53-001), but in June the Arizona 
Supreme Court declared the Phoenix 
ordinance licensing buses invalid (City 
of Phoenix v. Sun Valley Bus Lines, 
Inc., Ariz. CT 77812). In the Vir- 


ginia case the legislature had passed 
| enabling legislation, but in Arizona 
| there was no such authority. 








pounds, $1,000 for 12,001 to 14,000 pounds, 
and $1,500 for more than 14,000 pounds. 
CH. B. 705.) 


Kentucky included contract carriers as 
well as common carriers in the exemption 
from weight tax where distance traveled 
in Kentucky does not exceed fifteen miles 
from point of entry. (H. B. 321.) 


The payment of the county clerk’s fee is 
to be by governmental units on publicly 
owned vehicles. (H. B. 447.) 


The schedule of registration fees for 
trucks and busses was changed from a 
capacity basis to a gross weight basis, and 
the fees were graduated from $10 for 5,000 
pounds or less to $150 for the maximum 
weight of 42,000 pounds. An additional 
weight tax was imposed upon such trucks 
and busses having a gross weight in excess 
of 18,000 pounds, other than carriers of 
property, graduated from $67 to $200 for 
18,000 to 42,000 pounds, and an additional 
weight tax on all trucks operated as carriers 
of property graduated from $22 for 5,000 
pounds or less gross weight to $300 for the 
maximum of 42,000 pounds. A fifty per 
cent additional fee was imposed on vehicles 
not wholly equipped with pneumatic tires. 
(Effective January 1, 1947, or at the end 
of the national emergency, whichever is 


earlier.) (H. B. 66.) 


Mississippi imposed annual license fees, 
based on gross weight, upon operators of 
motor vehicles propelled by fuels other than 
gasoline. Such fees must be paid to the 
Motor Vehicles Comptroller annually, on 
or before November 1. (H. B. 122.) 


The taxes on motor vehicles using fuels 
other than gasoline have been changed from 
$50 for vehicles under 4,000 pounds, $75 for 
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vehicles from 4,000 to 6,000 pounds and $100 
for vehicles over 6,000 pounds to $50 for 
vehicles under 9,000 pounds and $100 for 
vehicles over 9,000 pounds. (S. B. 490.) 


The law covering registration and privi- 
lege license fees for motor vehicle opera- 
tors has been entirely revised. Nearly all 
the fees have been lowered and the basis 
of tax on common and contract carriers of 
passengers has been changed from a tax 
regulated by the seating capacity of the ve- 
hicles used to one based on a percentage 
of gross revenues. Mileage taxes, which 
were formerly graduated upon the carrying 
capacity of the vehicles involved, are now 
imposed at one mileage rate, depending 
upon the classification of such vehicles. The 
administrator of the new law is the Motor 
Vehicle Comptroller rather than the Motor 
Vehicle Commissioner and the gross rev- 
enue tax upon common and contract car- 
riers of passengers must be paid quarterly, 
at the same time as reports are required, 
rather than annually, as is the requirement 
for the other fees involved. (H. B. 119.) 


Missouri rewrote several portions of the 
law covering registration fees imposed on 
motor vehicles, the only substantive charge 
being the transfer of the administration 
thereof to the Director of Revenue. (S. B. 
339, 360.) 


New Jersey provided for certificates of 
ownership rather than certificates of title, 
increased fees therefor and provided for 
their filing, and increased motor vehicle 
dealer licenses from $10 to $100. (Chapter 
136.) 


The registration fees for commercial ve- 
hicles; trailers, semi-trailers and tractors 
having a gross weight of 10,001 pounds or 
more were increased. (Chapter 46.) 


The gross receipts tax on busses operat- 
ing in municipalities shall not apply to 
charter bus operations or special bus opera- 
tions. (Chapter 130.) 


New York excepted invalid chairs from 
the definition of “motor cycle” and deleted 
a provision that motor cycles be steered 
by means of handle bars. (Chapter 90.) 


Until December 31, 1947, instead of De- 
cember 31, 1946, the Commissioner may 
issue one number plate and, in such event, 
a set of number plates shall consist of one 
number plate. (Chapter 205.) 


Rhode Island amended the regulatory 
material covering motor vehicle carriers and, 
in so doing, provided that certificates and 
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permits must be procured from the Public 
Utility Administrator in the Department of 
Business Regulation. (S. B. 124.) 


South Carolina deleted the provision pre- 
scribing the expiration of section 5895 au- 
thorizing cities of 70,000 or more to require 


annual registration of motor vehicles. (S. B. 
857.) 


Virginia limited the gross receipts road 
tax to common carriers of passengers pre- 
viously subject to the tax and abolished the 
gross receipts exemption of $3,500. (Chap- 
ter 196.) 


A road tax was imposed on motor carriers 
operating over the highways of Virginia 
equivalent to six cents per gallon calculated 
on the amount of motor fuel used in their 
operations in Virginia with a credit of six 
cents per gallon for all motor fuel purchased 
in Virginia on which tax has been paid. 
Reports and payment of tax are required 
on the last day of April, July, October and 
January for the quarter ending on the last 
day of the preceding month, and the taxes 
imposed by the act are to be in addition 
to other taxes imposed on carriers, and 
Chapter 108, Laws of 1942 was repealed. 
(Chapter 270.) 


The following changes and additions were 
made in registration fees: (1) tax on private 
automobiles changed from forty cents to 
thirty cents per hundred pounds and from 
$8 to $6 for minimum fee; (2) tax on con- 
tract and common carriers ranging from 
eighteen to ninety cents and thirty cents 
to $1.50 per hundred pounds, respectively, 
added; (3) tax on school busses changed 
from thirty-five cents to thirty cents per 
hundred pounds; (4) tax on manufacturers 
and dealers changed from $35 to $25 for 
first two sets of plates and from $7.50 to $6 
for each additional set. (Chapter 196.) 


Provision was made for the issuance of 
license plates to persons engaged in the 
business of delivering unladen motor ve- 
hicles under their own power from points 
of assembly and/or distribution. The li- 
cense fee is $70 and is due annually before 
April 1 or before beginning delivery of ve- 
hicles, and entitles applicant to two sets 
of license plates. Each additional set of 
license plates cost $15. (Chapter 303.) 


Poll 


Kentucky authorized cities of the second 
to sixth classes to levy a poll tax on all male 
inhabitants rather than on all “adult” male 
inhabitants, and provided that such tax shall 
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become due at the same time as ad valorem 
taxes and is to be collected in the same 
manner. (S. B. 111.) 


New Jersey authorized municipalities to 
cancel poll taxes which are in arrears for 
a period of at least ten years. (Chapter 40.) 


Virginia provided that any person who, 
on or after January 1, 1941, was or is 
assessed with any capitation tax for any 
year during all or any part of which he 
was or is in the armed forces of the United 
States, may, during the period of such serv- 
ice and within one year after it is termi- 
nated, pay the principal of such tax without 
the payment of any penalty or interest 
thereon. Persons desiring to be relieved of 
such penalty and interest shall make ap- 
plication therefor to the officer receiving the 


tax at the time payment is made. (Chapter 
207.) 


Property 


Numerous amendments to the property 
tax laws were enacted, including eight per- 
taining to veterans’ exemptions. 


Arizona adopted a constitutional amend- 
ment to extend the $2,000 ad valorem tax 
exemption to members of the components 
of auxiliaries of the armed forces, revenue 
marine service and nurse corps. (H. C. R. 1.) 


California included veterans of World 
War II in the ad valorem tax exemption 
given to veterans. (Chapter 120.) 


District of Columbia taxed as personalty 
the rolling stock of railroad, refrigerator 
car, parlor car, sleeping car, tank car, ex- 
press, car renting and other companies 
owning parlor, sleeping, dining, tank, freight 
or other cars which are run over lines of 
railroad or terminal companies in the Dis- 
trict of Columbia. (P. L. 261.) 


A joint resolution, provides that the use 
and occupancy of real property in the District 
of Columbia by an instrumentality of the 
United States or by the American Red 
Cross on a basis which does not result in 
the receipt of rent or income to the owner 
thereof within the meaning of section 2, 
Act of December 24, 1942, shall not operate 
to terminate the tax-exempt status of such 
property if exempted from taxation prior 
to such occupancy. (P. L. 237.) 


Kentucky authorized housing authorities 


to make flat payments in lieu of taxes. 
(S. B. 108.) 
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TAXATION OF GOVERNMENT 
PROPERTY 


With the vast amount of property 
that came under government control 
during the war and the subsequent 
return of it to private control, many 
legal questions in regard to the local 
taxation thereof will necessarily arise. 
Some cases have already been before 
the courts. In S. R. A., Inc. v. State of 
Minnesota (see Minn. CT J 29-034) 
the United States Supreme Court held 
that the state could tax property sold 
by the United States to a private con- 
cern under a contract retaining title 
until completed. Although the title 
actually remained with the federal 
government, the state could still tax 
the property without impairing the 
government’s lien. 

In R. F. C. v. County of Beaver the 
high court again held property to be 
subject to tax. In this instance it 
was machinery of the Defense Plant 
Corporation, which, according to 
Pennsylvania law, is real property. 
Although the lease agreement stipu- 
lated that such machinery should re- 
main personalty, the Pennsylvania law 
controls so far as taxes are concerned. 
(See Penn. CT ¥ 10-101.24.) 


In Boeing Aircraft Company v. R. F. 
C. et al. the Supreme Court of the 
State of Washington held that a plant 
leased from R. F. C. was taxable by 
virtue of the Congressional Act au- | 
thorizing such taxation. (See Wash. 


CT ¥ 24-020.) 





ee 


was clarified with 
property taxation of the right to receive 





The law respect to 
income, including installment payments, 
from the proceeds of life insurance policies. 
The fair cash value of such right becomes 
the measure of assessment valuation in lieu 
of the former mortality table and the ax 
is limited to a state tax of five cents per 
$100 of valuation. The assessment date 
is July 1 of each year and back assessments 
are prohibited for any period prior to July 
1, 1946, providing the rights are listed for 
taxation as of July 1, 1946. (H. B. 128.) 


Taxpayers in second class cities are re- 
quired to file assessment lists with the 
Assessor by September 1 in lieu of October 
1 and the imposition of a penalty for failure 
to file such lists is authorized. (S. B. 110.) 
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Massachusetts provided for the taxation 
of property acquired by eminent domain but 
exempted property so acquired by the Com- 
monwealth of Massachusetts or any of its 
political subdivisions. (Chapter 393.) 


The Commissioner, by written notice to 
assessors, may direct that omitted property 


be assessed before December 10. (Chapter 
339.) 


The estate or the combined property al- 
lowed a veteran and his wife eligible for 
the $2,000 property exemption was increased 
from $5,000 to $8,000. (Chapter 579.) 


Mississippi removed property belonging 
to the United States from the list of prop- 
erty exempt from ad valorem taxation. 


(H. B. 487.) 


All nonproducing leasehold interests upon 
oil, gas and other minerals and all non- 
producing severed mineral and royalty in- 
terests are exempt from ad valorem taxation. 


(H. B. 868.) 


All machinery, equipment and tools ac- 
tively in use in drilling oil or gas wells 
will be exempt from ad valorem taxation 
after January 1, 1947. (H. B. 1121.) 


Homestead exemption is allowed to per- 
sons inducted into the armed forces who 
failed to file application therefor or failed 
to file with the assessor a certificate of in- 
duction during the time they were in the 
service. (S. B. 192.) 


The five-year exemption from all but state 
ad valorem taxation granted to new manu- 
factories and enterprises is extended to in- 
clude certain factories and enterprises pre- 
viously omitted. (H. B. 187.) 


Missouri reduced the rate of tax for state 


purposes to three cents per $100 valuation. 
(H. B. 468.) 


All property is classified into three 
classes, namely, real property and tangible 
and intangible personal property. Exemp- 
tions are provided for and January 1 is 
designated as the assessment date for real 


property, and tangible personal property. 
(H. B. 471.) 


The assessment period for the tax on mer- 
chants was changed to run from the first 
Monday in January to the first Monday in 
April rather than from the first Monday 
in March to the first Monday in June. In 
addition, the due date for the annual state- 
ment is now the first Monday in May rather 
than the first Monday in June. (H. B. 536.) 
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The assessment dates for the manufac- 
turers’ tax and the due date for the annual 
statement were changed, and licenses will 
expire on December 31 rather than June 1. 
(Ei.. B.. 539:) 


A four per cent tax was imposed on the 
yield of intangible personal property. Re- 
turns and the tax are due on or before Sep- 
tember 1, 1946, and on or before March 1 
in succeeding years. No returns are re- 
quired when the tax is less than $1. (H. B. 
868.) 


A new law was enacted relating to as- 
sessors and assessment of property on 
January 1 of each year. (H. B. 469.) 


Provision was made for an assessment 
division and assessment of real and tangible 
personal property in constitutional charter 
cities not situated within a county, and the 
qualifications, powers, duties and appoint- 
ments of the assessor, deputy assessor, 
board of equalization and the members thereof, 
were prescribed. It shall be the duty of 
taxpayers to file returns of taxable tangible 
personal property. (H. B. 604.) 


A new law relating to county boards of 
equalization was enacted. Such boards are 
to equalize the valuation of real estate and 
tangible personal property. (H. B. 467.) 


The provisions relating to delinquent and 
back taxes on real estate and tangible per- 
sonal property were revised. (H. B: 537.) 


The assessment date of property in first 
class cities was changed from September 15 
to January 1, and the date for taxpayers 
in such cities to deliver lists of personal 
property from November 15 to February 1. 
The material to be included in the list of 
personal property to be filed with the as- 
sessor was revised. The real and tangible 
personal property of corporations is to be 
assessed and taxed as such property of in- 
dividuals is assessed and taxed. (S. B. 372.) 


St. Louis amended the portion of the St. 
Louis Code dealing with the taxation of 
manufacturers by revising the definition of 
“manufacturer,” changing the due date for 
the filing of statements from the period be- 
tween the first Monday in March and the 
first Monday in June to the period between 
the first Monday in January and the first 
Monday in July, changing the due date of 
the tax from the first Monday in July to 
the first Monday in September, removing 
provisions requiring the issuance of a bond 
as a prerequisite to obtaining a license on 
beginning business, and by changing the 
delinquent date for filing reports and pay- 
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ing tax from the first Monday in July to 
December 31. (Ordinance 43543.) 


The portion of the St. Louis Code dealing 
with the taxation of merchants was amended 
by changing the due date for filing state- 
ments from the period between the first 
Monday in March and the first Monday in 
June to the period between the first Mon- 
day in January and the first Monday in 
July, changing the due date for payment of 
the tax from the first Monday in July to 
the first Monday in September, removing 
provisions requiring the issuance of a bond 
as a prerequisite to obtaining a license on 
beginning business, and by changing the 
delinquent date for filing reports and pay- 
ing tax from the first Monday in July to 


the first Monday in September. (Ordinance 
43544.) 


New Jersey provided that the Division of 
Tax Appeals in the State Department of 
Taxation and Finance replace the State 
Board of Tax Appeals. Procedure before 
the Division of Tax Appeals is outlined and 
its judgments are binding for the assess- 
ment year and for two succeeding assess- 
ment years. (Chapter 161.) 


Definition was given of veterans of World 
War II. They are specifically included in 
the tax exemptions extended to veterans. 
(Chapter 212.) 


Provision that an executory contract for 
the sale of land, under which the vendee 
is entitled to or does take possession thereof, 
shall be deemed, for the purpose of this act, 
a mortgage of said land for the unpaid bal- 
ance of purchase price, was approved and 
became effective May 1, 1946. Properties 
made subject to taxation by reason of this act 
shall be added to the ratables of the munici- 
pality in which such properties are located 
and for the year 1946 shall be subject to 
that proportion of the annual tax based 
upon the assessment thereof as shall be 
represented by the ratio borne by the num- 
ber of days in the calendar year 1946 re- 
maining after May 1 to the total number of 
days in the calendar year 1946. (Chapter 
242.) 


New York aided Veterans’ Emergency 
Housing by exempting from taxation any 
increase in the assessed valuation of prop- 
erty acquired by veterans which is due to 
personal property or improvements added 
to the land. The law expires July 1, 1947. 
(Chapter 3.) 


Real property purchased with the pro- 
ceeds of pensions, bonuses or insurance 
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granted by the United States for military 
services was exempted from all taxes im- 
posed for the construction and maintenance 
of streets and highways. (Chapter 86.) 


Exemption was made to the extent of 
$5,000 for real property purchased with 
moneys collected by popular subscription 
in partial recognition of extraordinary serv- 
ices rendered by any honorably discharged 
veteran of World War II who sustained 
permanent disability while on military duty. 
Such property may be owned by the veteran 
himself, his wife or widow, or a dependent 
father or mother. (Chapter 139.) 


The exemption granted to real property 
of a corporation, association or post of war 
veterans was extended to property of the 
Disabled American Veterans. (Chapter 
474.) 


The real estate tax exemption allowed to 
a veteran for real property purchased with 
the proceeds of a pension, bonus or insur- 
ance was extended to his minor children. 


(Chapter 556.) 


The exemption from taxation of lands 
taken by the state to enforce a quarantine 
and to fumigate or treat the lands against 
the spread of the golden nematode, is per- 
mitted. (Chapter 123.) 


The partial tax exemption granted to un- 
completed state-aided projects during the 
war emergency, was extended to July 1, 


1947. (Chapter 207.) 


Property of the state other than property 
expressly subjected to taxation except that 
property of the state acquired, after April 
9, 1946, for highway or parkway purposes, 
shall be exempt from all taxation. (Chap- 


ter 641.) 


The exemptions extended to municipal 
housing authorities shall apply also to war 
demobilization emergency housing projects 
so long as such projects are controlled by 
an authority or a city. (Chapter 51.) 


New York City continued until Decem- 
ber 31, 1946, the time when certain unpaid 
real estate taxes may be paid at seven per 
cent interest in New York City. (Chapter 
687.) 


Rhode Island extended the fifty cent tax 
rate on corporate excesses for the year 1947. 


(Chapter 1780.) 


The tax on bank deposits for the year 
ending in June, 1946, shall not be higher 
than a tax computed at the rate of eighteen 
cents on each $100 of deposits exclusive of 


deductions. (Chapter 1801.) 
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South Carolina will submit a constitu- 
tional amendment to the people for approval 
which will permit an exemption from taxa- 
tion of all household goods and furniture 
used in the home of the owner. (H. J. R. 


245.) 


Virginia permitted veterans of World 
War II to pay up delinquent real or per- 
sonal property taxes without the imposition 
of any penalty or interest. The penalties 
and interest will be waived on application 
for any year in which the veteran was a 


member of the armed forces. (Chapter 
207.) 
Washington adopted a _ constitutional 


amendment which will permit the state or 
local taxation of property owned directly or 


indirectly by the United States. (Chapter 
297.) 





Sales, Use and Gross Receipts 


Many laws affecting sales, use, cigarette 
and admission taxes were enacted, including 
a few municipal ordinances. Among these 
laws are new taxes, extensions of existing 
temporary taxes and general amendments 
of existing levies. 


California. City of Los Angeles Ordi- 
nances 90,357 and 90,358 provide for a gross 
receipts tax upon manufacture and sale of 
goods and merchandise at wholesale and 
retail at the following rates, in lieu of the 
previous bracket system: $8 for the first 
$20,000 of gross receipts and forty cents per 
$1,000 over $20,000 for wholesalers and $7.50 
for the first $15,000 of gross receipts and fifty 
cents per $1,000 over $15,000 for retailers. 


Ordinance 90,360 provides for a gross re- 
ceipts tax on the business of selling goods 
and merchandise at retail at the rate of one- 
half of one per cent, provides that sections 
of the Revenue and Taxation Code covering 
the definition of “retail sale” and exemptions 
shall be used in administering the city tax 
except that gross receipts from sales of 
goods to the state or its subdivisions are 
also to be exempt, and provides for deter- 
mination of due dates for returns and pay- 
ment by the City Clerk. 

Ordinance 90,541 completely rewrites and 
amplifies Ordinance 90,360. The tax rate 
remains the same and the provisions of the 
State Sales and Use Tax Act are still to be 
used, unless otherwise specified in the or- 
dinance, in administering the tax, but the 
exemptions which are permitted in addition 
to those contained in the state act have been 
amplified. 


Review of State Legislation 








MUNICIPAL TAX TRENDS 


Municipal revenue is taking on a 
new complexion. No longer will it 
be confined to property taxes and li- 
cense fees. Cities are entering the 
major fields of revenue such as income 
; taxes, gross receipts, sales and use 
taxes and tobacco taxes. Usually the 
cities must rely upon the legislature 
to enact some enabling legislation 
before they can resort to such sources 
of revenue but many cities have 
already ordained one or more of these 
taxes and it may very well become 
contagious among all of the major 
municipalities. 














Ordinance 90,711 exempts from tax sales 
of property which is shipped from out- 
side the city to purchasers within the city 
and which property, before being put to 
use within the city, is transported to points 
outside the city for principal use or con- 
sumption, and sales of property to operators 
of common carriers and water-borne ves- 
sels to be used or consumed in the operation 
of such carriers or vessels, principally out- 
side the city. 


Ordinance 90,730 provides that all taxes 
shall become delinquent and subject to 
penalties if they are not paid on or before 
the last day of the month following the 
monthly or quarterly period for which the 
taxes are payable. 


Ordinance 90,806 imposes a one-half of 


one per cent use tax on tangible personal 
property. 


Oakland Ordinance 2264 levies a one-half 
of one per cent sales tax on the sale of 
tangible personal property at retail, effective 
for one year beginning October 1, 1946. 


Ordinance 2281 imposes a one-half of one 
per cent use tax on tangible personal prop- 
erty, effective October 1, 1946. 


San Diego Ordinance No. 3201 imposes 
a tax of one-half of one per cent upon the 
retail sale or use of personal property. 
Returns and payment of tax are due for 
the same periods as state returns are due. 


Santa Monica Ordinance No. 1327 im- 
poses a tax of one-half of one per cent upon 
the gross receipts from retail sales of per- 
sonal property. Returns and payment of 
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tax are due October 30, 1946, for the month 
of September; thereafter, they are due 
quarterly, beginning January 15, 1947. 

In addition to those mentioned above, the 
following cities have enacted sales taxes: 
Bakersfield, Berkeley, El Cerrito, Glendale, 
Hawthorne, Hermosa Beach, Huntington 
Park, La Habra, Martinez, Needles, Ontario, 
Orange, Oxnard, Pittsburg, Pomona, Redondo 
Beach, Richmond, San Bernardino, San 
Buenaventura, San Fernando, Santa Ana, 
Santa Paula, Santa Rosa, and Upland. 
Berkeley has also enacted a use tax. 


Maine provided for a tax of five per cent 
on the retail selling price, exclusive of fed- 
eral taxes, of luggage, jewelry, furs and 
toilet preparations. Returns, with remit- 
tance for the tax, must be filed before the 
last day of the month, covering the preced- 
ing month. The law was approved July 26, 
1946, but defeated at a referendum held 
September 9, 1946. (Chapter 381.) 


Massachusetts permits an appeal to be 
taken within thirty days after receipt of no- 
tice of arbitrary assessment of meals tax 
against a taxpayer by the Commissioner of 
Corporations and Taxation. (Chapter 564.) 

The meals excise tax shall apply to meals 
furnished at any place within the Common- 
wealth except those furnished to airline pas- 
sengers being transported to or from any 
point in the Commonwealth. (Chapter 362.) 


Mississippi provided for inclusion of car- 
rying charges or other additions to the sell- 
ing price because of deferred payments in 
the term “gross proceeds of sales’; repealed 
the tax on manufacturers; added domino 
parlors, repair shops for electrical ap- 
pliances, aeroplanes, motorcycles, radios and 
refrigerators to the list of businesses subject 
to tax; exempted freight shipments of com- 
mercial fertilizer moving at intrastate rates 
from the tax on public utilities; exempted 
gross proceeds of retailers in baling wire, 
bags and cotton sacks used in preparing 
agricultural products for market, gross pro- 
ceeds from sales of coffins, caskets, and 
other materials used in preparing human 
bodies for burial, and gross proceeds from 
sales of vessels and barges of fifty tons’ 
burden or over when sold by manufacturers 
or builders; and provided that a person ap- 
pealing to the Tax Commission for a cor- 
rection in tax payment must prove that he 
alone bore the tax burden and that such 
suits for refund must be filed within three 
years after payment of the taxes. (H. B. 


311.) 
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The tax was imposed on manufacturers 
who also sell at retail. (H. B. 1035.) 


The gross proceeds from sales of vessels 
or barges of fifty tons’ burden or more when 
sold by manufacturers or builders were ex- 
empted from the tax. (H. B. 272.) 


Missouri reenacted the sales tax law, sub- 
stituting the Director of Revenue for the 
State Auditor as the administrator. (H. B. 
652.) 


New York provided that no municipality 
may levy a sales tax on material or equip- 
ment incorporated in converting property 
into emergency shelter for veterans of World 
War II or purchased for use in creating 
such shelter, the act to expire July 1, 1947. 
(Chapter 3.) 

The authority of the City of New York 
was extended to enact local laws imposing 
taxes on gross receipts of businesses other 
than financial and on gross income of finan- 
cial businesses at double the previous rates, 
until July 1, 1949. (Chapter 338.) 


The authority of the City of New York 
was extended to enact local laws imposing 
taxes on retail sales and imposing use taxes 
at double the previous rates, until July 1, 
1949. (Chapter 340.) 


New York City. Local Law 14 extends 
the gross receipts tax to June 30, 1949, at 
double the existing rate. 

Local Law 16 extends the compensating 
use tax to June 30, 1949, at two per cent 
instead of one per cent. 


Local Law 17 extends the retail sales tax 
to June 30, 1949, at two per cent instead of 
one per cent. 

Local Law 27 exempts from taxation re- 
ceipts from retail sales of automobiles or 
other conveyances to World War II vet- 
erans. 

Admissions Taxes 


Maine provided for a five per cent tax, 
exclusive of federal taxes, on admissions. 
Returns, with remittance for the tax, must 
be filed before the last day of the month, 


covering the preceding calendar month. 
The tax was approved July 26, 1946, but 
defeated at a referendum held September 9, 
1946. (Chapter 381.) 


Mississippi reduced the tax on admissions 
of twenty-five cents or less from one cent 
to one-half cent and made permits for tem- 
porary amusement places valid only for the 
time specified in the permit. (H. B. 796.) 


South Carolina reenacted certain features 
of the admissions tax law. (H. B. 1316.) 
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Virginia authorized the City of Norfolk 
to levy and collect an admissions tax on 
admissions to public amusements and sports 
events, the tax to be collected along with 
the price of admissions and in multiples of 
one cent. (Chapter 98.) 


Cigarette Taxes 


Florida, Miami, has a new tax on tobacco 
products. 


Illinois will impose an additional tax upon 
cigarette distributors in the state at the rate 
of one-half mill per cigarette after January 
1, 1947, and to provide that the revenue 
from such tax shall be paid into the Service 
Recognition Bond, Interest and Retirement 
Fund. The tax was approved June 14, 1946, 
and was adopted by the voters at the elec- 
tion held on November 5, 1946. (S. B. 1.) 


Maine increased the tax on cigarettes 
irom one mill to two mills per cigarette, 
defined “unclassified importers” and _ pro- 
vided for their licensing with an annual fee 
of $25. Unclassified importers shall pay a tax 
on cigarettes, and there shall be three and 
one-half per cent instead of a seven per cent 
discount on stamps sold to licensed dis- 
tributors. Receipts from a tax of one mill 
on each cigarette shall be earmarked for 
old age assistance. The law was approved 
July 26, 1946, but defeated at a referendum 
held September 9, 1946. (Chapter 381.) 


New York extended the cigarette tax to 
March 31, 1947. (Chapter 110.) 


Sales to the United States were exempted 
from the cigarette tax. (Chapter 345.) 


West Virginia, Wheeling, enacted a ciga- 
rette tax ordinance, effective October 1, 1946, 
but a permanent injunction has been granted 
against its enforcement. 


Soft Drinks Taxes 


South Carolina reenacted the provisions 
of the soft drinks tax law. (H. B. 759.) 

The provision exempting all unfermented 
pure fruit and vegetable juices from the 


soft drinks tax was reenacted. (H. B. 
L305.) 


Severance 


Louisiana eliminated a provision for a one 
cent per gallon credit on casinghead and 
natural gasoline for taxes paid under Act 
15, Laws 1934, Third Special Session, and 
rewrote provisions concerning gas excluded 
from tax by specifying that gas injected into 
an oil well to lift oil shall not be excluded. 


(Act 202.) 
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Mississippi amended the tax on timber 
and timber products and imposed the fol- 
lowing rates: (1) saw timber logs, cross ties 
or veneer stock, 15 cents per 1,000 feet, board 
measure; (2) poles and piling, white, one 
per cent of the market or delivered sale 
price; (3) pulpwood, all species of timber, 
6 cents per standard cord, 128 cubic feet; 
(4) light wood (distillate), 5 cents per ton, 
2,000 pounds; (5) turpentine (crude gum), 
6 cents per barrel, 400 pounds; (6) all other 
timber and timber products, fifteen cents 
per 1,000 feet, board measure. If the timber 
is to be transported or delivered outside the 
state, as logs, and is not converted into 
lumber in Mississippi, the rate of tax is 
twenty cents per 1,000 feet log scale (Doyle 
Rule). The measure of this tax shall be the 
entire production, in Mississippi, regardless 
of the place of sale or to whom sold. The 
tax applies to any person who severs any 
timber or timber products from govern- 
ment-owned lands, either state or federal, 
where the timber or timber products severed 
enter commercial channels of trade or com- 
petitive markets. The tax formerly im- 
posed was three per cent of the entire 
production in the state at the point of sever- 


ance. (H. B. 139.) 


Transfer and Recording 


New York enacted three transfer tax 
amendments; Mississippi, a new documen- 
tary tax. 


Mississippi levied a documentary stamp 
tax upon instruments creating, assigning or 
transferring a mineral leasehold or interest 
therein and conveying, excepting or reserv- 
ing a mineral or royalty interest in nonpro- 
ducing gas, oil or minerals in the state at 
the rate of three cents per mineral or royal- 
ty acre for interests exp‘ring within ten 
years, six cents per mineral or royalty acre 
for interests expiring in more than ten but 
less than twenty vears and eight cents per 
mineral or royalty acre for those extending 
more than twenty vears. The tax is paid 
by purchase of stamps from the chancery 
clerk of the county in which the land af- 
fected is located. (H. B. 868.) 


New York provided that stock transfer 
taxes imposed on sales or transfers executed 
or effected in New York by any person or 
corporation required to be registered with 
the Attorney General of New York as a 
dealer in securities, other than members of 
an exchange registered with the Securities 
and Exchange Commission, may be paid to 
any agency duly authorized by the Com- 
mission. (Chapter 692.) 
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Provision was made for determination of 
tax by the Tax Commission, the issuance 
of warrants for the collection of tax, and 
for appeals under Article 78 of the Civil 
Practice Act. Provisions for appeal to the 
Court of Claims were eliminated. (Chapter 
639.) 


Exemptions from the stock transfer tax 
on transfers from a fiduciary to a nominee 
shall apply only to transfers from the name 
ofa fiduciary. (Chapter 379.) 


Utilities 
Missouri reenacted the law relating to 
taxation of bridge, telegraph, telephone, 
electric power and light companies, electric 
transmission lines, pipe line companies and 
express companies. Express companies are 
required to file their gross receipts report 


with the State Director of Revenue on or 
before April 1. (H. B. 538.) 


New York extended the temporary two 
per cent tax on the furnishing of utility 
services to March 31, 1947. (Chapter 110.) 


The time within which cities may impose 
the tax on gross incomes or gross operating 
incomes of corporations and persons fur- 
nishing utility services for general city fund 
purposes has been extended to June 30, 
1947. (Chapter 342.) 


New York City continued the conduit 
companies tax at present rates to June 30, 
1949. (Local Law 12.) 


The utility tax will continue at present 
rates until June 30, 1949. (Local Law 13.) 


Rhode Island extended for another year 


the additional tax on electric. utilities. 
(Chapter 1748.) 


Virginia imposed a franchise or license 
tax on public service corporations begin- 
ning business or acquiring the business of 
another public service corporation and pro- 
vided for the franchise or license tax in case 
of consolidations or mergers of public serv- 
ice corporations. (Chapter 305.) 


A committee was created to make a study 
and report on the present system of assess- 
ment for taxation of property of all public 
service corporations. (H. J. R. 72.) 


Sn __<c 


SECOND TESTIMONIAL DINNER 


The Federal Tax Forum of New York City gave a testimonial dinner on 
November 12, 1946, to one of their members, Harold Dudley Greeley, on the 
occasion of his appointment to replace Harold A. Eppston on the new Excess 


Profits Tax Council. 


Mr. Greeley is the second member of the Forum to be so honored, the other 
being Peter Guy Evans, for whom a testimonial dinner was held on September 


10, 1946. 


Many prominent guests and Bureau officials were present, including the Hon. 
Vincent R. Impellitteri, Acting Mayor of the City of New York. Many felicita- 


tions were received, including a telegram from Joseph D. Nunan, Jr., Commis- 
sioner of Internal Revenue. 


The first part of the meeting was devoted to a lecture by Chester M. Edel- 
mann, president, on the topic “Important Income Tax Decisions and Rulings of 


1946.” 
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From a Tax Man’s Scrapbook 
By PHILIP CALITZER 


The author, a certified public accountant, attorney and tax instructor at the 


College of the City of New York, collects clippings which renort tax matters 


of particular importance or interest. 


Here are some significant items se- 


lected from his scrapbook 





NE L WAS EMPLOYED as general 
manager and foreman for a period of 
two years by a metal and plastic decorating 
and silvering firm in the City and State of 
New York. The alleged contract set forth, 
among other things, that L’s salary as well 
as all federal income taxes, withholding tax, 
social security tax, unemployment insurance 
tax and all New York taxes, were to be 
borne by the employers. There was a 
breach of the employment contract by the 
defendant L. The plaintiff instituted suit, 
and, subsequently, the defendant made a 
motion to have the complaint dismissed on 
the ground of illegality. (Raimondo and 
ano. v. Lembo et al., S. Ct., Special Term, 
Part I, Kings County, New York Law 
Journal, June 28, 1946.) 
‘The defendant contended that Section 385 
of the New York State Tax Law rendered 
such agreement null and void. 


And this is an excerpt of that section: 

“Tt shall be unlawful for any person to 
agree or contract directly or indirectly to 
pay or assume or bear the burden of any 
tax payable by any taxpayer under the pro- 
visions of this article. Any such contract 
or agreement shall be null and void and 
shall not be enforced or given effect by any 
court.” 


After analysis of the section, the court 
held that the above statute expressly denied 
enforcibility of any contract made in viola- 
tion of such provisions, and cited Sturm v. 
Truby, 245 App. Div. 357; the Saratoga 
County Bank v. King, 44 N. Y. 87, and that 
no action, legal or equitable, can spring out 
of such illegal contract, referring further to 
Adler v. Zimmerman, 233 N. Y. 431, 438, and 
Carmine v. Murphy, 285 N. Y. 413, 416, con- 
cluding that the cause of action was 
insufficient. 

May there not be a similar law in your 
state to the same effect, and, if not, may 
not the above act as precedent? 
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Illegal Wage Increase 


In Traitell v. Livingston, N. Y. App. Div., 
2nd Dept., reported in the New York Law 
Journal, November 20, 1945, the court held 
as follows: 


“In an action to recover commissions 
over and above salary actually paid and re- 
ceived, an affirmative defense alleges that 
the sum sued for represents an increase in 
earnings the payment of which without ap- 
proval of federal agencies is violative of the 
provisions of the Emergency Price Control 
Act of 1942, as amended, and as supple- 
mented by executive orders and department 
regulations. Order granting defendant’s 
motion for summary judgment, and the 
judgment entered thereon, unanimously 
affirmed, with $10 costs and disbursements. 
No opinion.” 

In another case involving damages for 
breach of contract based upon claimed salary 
and commissions under the terms of a 
written contract, an affirmative defense 
averred failure to obtain the approval by the 
Salary Stabilization Unit pursuant to the 
Inflation Control Act of 1942, rendering the 
contract illegal and unenforcible. The court 
held that the approval of the Salary Stabili- 
zation Unit of the Treasury Department 
was a requisite, the absence of which caused 
the claim for salary or income allegedly due 
to be of no force and effect, and in addition 
stated: “The contract of the plaintiff must 
be interpreted in accordance with the effec- 
tive law as of the date it was made. Under 
the decisions it would seem that this con- 
tract, insofar as it violates the law, is un- 
enforcible.” (Lovell v. Robert Jacobs, Inc., 
S. Ct., Special Term, Part I, New York 
County, New York Law Journal, April 19, 
1946.) 


Tax Savings From Late Return 


The great “guessing game” engendered 
by the federal capital stock tax and declared 
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value excess profits tax, has ceased (Internal 
Revenue Act 1945, S. 20, 202), but many 
years will pass before the returns and/or 
the taxes will be considered closed matters. 


In Wabash Oil & Gas Association, 6 TC 
542 [CCH J 15,045], to quote the court: 


“ 


_— Thereafter, on November 13, 
1945, petitioner filed with the Collector a 
Capital Stock Tax Return for the year 
ended June 30, 1941. It showed a declared 
value of $372,999, with a tax of $465 due 
thereon. On November 19, 1945, the parties 
lodged with this Court a supplemental stip- 
ulation to the effect that the return had 
been filed and that a copy thereof might be 
made a part of the record. Respondent 
(Commissioner of Internal Revenue), how- 
ever, refused to concede the efficacy of the 
return in establishing a declared value for 
purposes of this proceeding.” 


On page 548: “The remaining question 
is whether the Capital Stock Tax Return 
filed by petitioner on November 13, 1945, 
is to be given effect as a declaration of value 
for the capital stock. We think this ques- 
tion is settled in petitioner’s favor by the 
decisions in Del Mar Addition v. Commis- 
stoner, 113 F. (2d) 410 [40-2 ustc § 9578]; 
Huron River Syndicate, 44 BTA 859 [CCH 
Dec. 11,873]; and Jordan Creek Placers, 43 
BTA 131 [CCH Dec. 11,421]. Respondent 
concedes that the cases support the propo- 
sition that a taxpayer which is in the process 
of litigation to determine whether or not 
it is a corporation may file a delinquent cap- 
ital stock tax return. He attempts to dis- 
tinguish them, however, by stating that 
there the returns were filed before the hear- 
ing, but that here the return was filed ‘after 
the hearing.’ The return was filed, 
the stipulation entered into, and the fact 
made a part of the record. The distinction 
suggested is therefore without a difference. 
On this issue the petitioner is sustained. 


“Tt appears that the value declared in the 
capital stock tax return may be sufficient 
to eliminate petitioner’s declared value ex- 
cess profits tax liability. Since we have 
held that the value declared in the return 
is to be given effect, a recomputation will 
be required.” 


Commuted Value 
of Future Alimony Payments 
Did you know that the chances of a 


widow’s remarrying can be mathematically 
ascertained ? 


In Estate of Pompeo M. Maresi, 6 TC 
583 [CCH Dec. 15,051], aff’d CCA-2 [46-1 
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ustc § 15,276], decided July 8, 1946, a pro- 
vision under a binding Nevada divorce de- 
cree required monthly alimony payments to 
Mrs. Maresi for life or until her remarriage. 
Upon Maresi’s decease, his executrix tried 
to avail herself of the commuted value of 
the future alimony payments as an estate 
deduction. Although no complete, positive, 
accurate formula was introduced by the ex- 
ecutrix, she supplied, nevertheless, convinc- 
ing proof that a value could be determined. 

Interesting indeed is what the Tax Court 
had to say: 


“At the time of decedent’s death he had 
fully paid all amounts due and payable up 
to that time, pursuant to the terms of the 
judgment and decree and agreement. Helen 
Maresi was born June 28, 1891. She was 
living on August 12, 1940, and was then 
49 years of age. Since the decree was en- 
tered she has not remarried. 


“The present value of the payments to 
Helen Maresi on August 12, 1940, on the 
basis of the Combined Experience Mortal- 
ity Table at 4 percent (table prescribed for 
life interests in respondent’s [Commissioner 
of Internal Revenue’s] Regulation No. 105), 
combined with the Casualty Actuarial So- 
ciety Table on the probability of remarriage 


would be $66,949. 


“The present value of these payments, 
based solely on Helen Maresi’s life expec- 
tancy and without “tonsidering the contin- 
gency of remarriage, on the basis of the 
tables prescribed in sespondent’s regula- 
tions, would be $70,142.44. 


“The probability of a widow’s remarriage 
was studied by the Casualty Actuarial So- 
ciety and in 1932 they constructed the above- 
mentioned table which was based on the 
experience of agencies engaging in work- 


men’s compensation insurance The 
American Remarriage Table based upon an 
adequate volume of American experience 
and constructed as outlined in the preceding 
paragraphs may with reasonable safety be 
adopted for countrywide use. 


“Petitioner claimed a deduction on the 
estate tax return in the sum of $64,928.20 
by reason of the liability of the estate to 
make payments to the decedent’s divorced 
wife called for by the separation agreement 
and decree of divorce.” 


At page 586: “In determining the amount 
of deduction to which the taxpayer is en- 
titled, it does not appear whether the Board 
took into account the contingency that the 
widow might remarry We are of 
the opinion that the probability of remar- 
riage is a factor which should be considered 
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in determining the present value .. . 
Brotherhood v. Pinkston, 293 U. S. 96, 
101 


“ 


Although the problem is difficult 
at best, we conclude, on the authority of 
the State Street case (CCA-1), 128 Fed. (2d) 
618, that a deduction on account of the lia- 
bility in question, taking into consideration 
the probabilities of remarriage, should be 
allowed.” 

The Tax Court expunged the deficiency 
and ordered a small refund. 


The decision of affirmance virtually reiter- 
ated the reasoning of the Tax Court. 


The question of deciding a contingency 
based on future marriage was heretofore 
an exceedingly troublesome factor to re- 
solve. In Edythe C. Young, Executrix, 39 
BTA 230 [CCH Dec. 10,578], and Estate 
of Silas B. Mason, 43 BTA 813 [CCH 
Dec. 11,691], the courts admitted that such 
a deduction, under Section 812 (b) (3) of 
the Internal Revenue Code, was allowable; 
but because the taxpayer failed to establish 
a reliable method of valuation as in Robinette 
v. Helvering, 318 U. S. 184 [43-1 ustc 
7 10,014], and Humes v. U. S., 276 U. S. 487 
[1 ustc J 298], this and similar contingency 
types of deductions were disallowed. 

Now, the problem has been solved by the 
Maresi case. 


Obligatory Accounting 


A defendant undertook to act as trustee 
for the plaintiff’s decedent. Relying upon 
such promise, the plaintiff’s decedent en- 
trusted the defendant with the possession and 
control of trust property. The defendant 
interposed several objections to the demand 
for an accounting, among which was the 
outstanding contention that two subsequent 
instruments executed by the trustee of the 
plaintiff's decedent were invalid, and that 
the defendant was, therefore, not duty 
bound to account. 


Assuming. but not admitting, that such 
instrument did not create a valid trust, would 
vou say that it was mandatory for the trus- 
tee to account? 

In La Vaud v. Reilly, 295 N. Y. 280; 67 
N. E. 2nd 242, the court’s unanimous deci- 
sion reads in part: 

“Without an accounting a court of equity 
should not permit retention by the defendant 
of property received from plaintiff’s decedent 
for the admitted purpose of undertaking a 
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trust merely because of the invalidity of 
the trust instrument under which the de- 
fendant assumed her duties. The defend- 
ant should not be permitted to escape the 
duty to account for the property which 
plaintiff's decedent put into her possession 
and over which she exercised control both 
before and after the decedent’s death 

A trustee in possession of trust funds may 
in a proper case be called to account to his 
cestui que trust (Brinckerhoff v. Bostwick, 
105 N. Y. 567), and this rule is enforced 
as well where the trust is implied as where 
it is express (Hawley v. Cramer, 4 Cow.., 
717) 

“It is not the promise only, nor the 
breach only but unjust enrichment under 
cover of the relation of confidence, which 
puts the court in motion.’” (Citing Sinclair 
v. Purdy, 235 N. Y. 245, 253, and other 
cases.) 


Failure to Pay Gift Tax 


The headnotes in Moore v. Commissioner, 
146 F. (2d) 824 [45-1 ustc § 10,167] are 
important: 

“A gift tax assessment against donee on 
February 20, 1940, was not barred by limi- 
tation notwithstanding three-year statutory 
period for determining any deficiency against 
donor expired on March 11, 1939, in view 
of statute giving an additional year after 
expiration period of limitation against donor 
in which to assert donee’s liability. 

“The donee of the securities became per- 
sonally liable for gift tax as soon as such tax 
became due from donor. 

“Revenue Act 1932, S. 510, 517 (a), 526 (a) 
(1),. Cb) CD, , 26 U.S.C. A. Int. Rev. 
Code, S. 1009, 1016 (a), 1025 (a) (1), (b) 
Crh. CH.“ 

Baur v. Commissioner, 145 F. (2d) 338, 340 
(CCA-3) [44-2 ustc § 10,146], was cited 
wherein the pertinent headnotes read: 

“Donee is liable to extent of value of gift 
for unpaid gift tax due from donor on ac- 
count of other gifts during same calendar 
year, though gift to donee thus held liable 
does not contribute to imposition of any 
Wee a 

“Donee of a gift of untaxable amount was 
personally liable to extent of value of gift 
for unpaid tax on a gift to another donee 
made by same donor in same calendar 


year.” [The End] 








GERMAN NATIONAL TAXATION 
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YOMPLEXITY IN TAXATION is 

A chiefly the result of two factors, whose 
relative influence it is hard to assess, but 
both of which have been found in Germany. 
These factors are complexity of business 
organization and complexity of govern- 
mental organization. 

A country whose economy is primarily 
agricultural has a comparatively simple tax 
problem. Duties on imports plus a tax on 
property will usually constitute the back- 
bone of the tax structure. Other taxes may 
be found, but they are likely to be relatively 
unimportant. As industry develops, how- 
ever, additional sources of taxation arise 
and are tapped, requiring more and more 
complex laws and regulations to insure a 
reasonable amount of equity to taxpayer 
and government, 

A unitary government eliminates many 
of the complexities of taxation. But in a 
federal government, the conflict between the 
various governments involved as to which 
one should be permitted which taxes, and 
to what extent, is a serious one. A consti- 
tution (if extant) will lay down the rules in 
many cases; but these rules must be exe- 
cuted to make certain that neither the na- 
tional nor the state government oversteps 
its province. Furthermore, the existence of 
counties, cities and other local taxing units 
is always a complicating factor. 


On the other hand, taxes and tax sys- 
tems can influence or control the direction 
in which business organization and inter- 
governmental relationships develop. Thus, 
the tariff has often been used to foster the 
development of domestic industry and to 
produce a greater national self-sufficiency. 
Internal taxes also have been so devised as 
to encourage’ or discourage” certain types 
of activity. 

American governmental structure has been 
influenced in this way by taxes. One of the 
chief defects of the Articles of Confedera- 
tion was the lack of any taxing authority 
in the national government. The Constitu- 
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tion, which succeeded it, is very explicit in 
its grant of such authority, as well as other 
powers, to the federal government. 

Germany is an even better illustration of 
a country which owed its existence as a na- 
tion, at least in part,’ to taxes. The taxes 
involved were tariffs. At the close of the 
Napoleonic Wars the new Germanic Fed- 
eration consisted of thirty-nine states,‘ each 
with a separate customs system. The larger 
states also imposed local tariffs. Prussia, 
for instance, had nearly sixty different local 
tariffs. 


Reform Movement 


The reform movement started in Prussia, 
which, in 1818, removed internal custom 
barriers. This was slowly followed by the 
thirteen enclaves within Prussia, which 
gave her the right to administer their cus- 
toms in return for a proportionate part of 
the total receipts.5 By 1834, a major Z@ll- 
verein, or customs union, was in existence, 
including seventeen states, with Prussia 
taking the leading role. It continued to 
gain strength and saw its fruition in the es- 
tablishment of the Empire in 1871, when 
custom duties became the property of the 
imperial government. 

In addition to the customs, the Empire 
was granted “the taxation of salt and to- 
bacco, produced in the Federal territory, of 
prepared spirituous liquors and beer (except 





1E.g., the provisions for depletion and accel- 
erated amortization of defense facilities in the 
United States income tax law. 


?E.g., the limitation on the deduction of gam- 
bling losses in the United States income tax law. 

3’The part played by the various wars engi- 
neered by Bismarck is well known. 

*The term “‘‘state’’ is used to designate the 
constituent members of the Zéllverein and the 
constitutent parts of Empire and Republic. It 
is sufficiently accurate for our purposes. 


5 The control over the small enclaves given to 
Prussia by this arrangement is obvious. 
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in Bavaria, Wurttemberg and Baden,® and 
sugar and syrup produced from beets or 
other domestic products.”* (These were 
administered by the states subject to im- 
perial supervision.) Any disbursements not 
covered by the customs and specified ex- 
cises were “defrayed by _ contributions 
[ Matrikularbeitrage}| of the several members 
of the Federation [states] in proportion to 
their population, which contributions [were] 
assessed by the Imperial Chancellor to the 
amount of the Budget.” ® 


To supplement these sources of revenue, 
the Empire levied, in 1906, a national in- 
heritance tax and, in 1911, a land value 
increment tax. A portion of the proceeds 
of these taxes, however, was returned to the 
states. The revenue retained by the Em- 
pire, of course, decreased the amount re- 
quired to be collected as Matrikularbeitrige, 
but lessened the dependence of the national 
government on the states and thereby 
strengthened the forum. 


Taxation Under Republic 


The constitution of the German Republic 
made drastic changes in the taxing powers 
of the national government, extending them 
considerably. The applicable provisions are 
found in Section One of Part One of the 
Weimar Constitution: 


Article 8: “The Commonwealth [na- 
tional government] also has jurisdiction 
over taxation and other sources of income, 
in so far as they may be claimed in whole 
or in part for its purposes. If the Com- 
monwealth claims any source of revenue 
which formerly belonged to the States it 
must have consideration for the financial 
requirements of the States.” 


Article 11: “The Commonwealth may 
prescribe by law fundamental principles 
concerning the validity and mode of col- 
lection of State taxes, in order to prevent; 


1. Injury to the revenues or to the trade 
relations of the Commonwealth; 
2. Double taxation; 


3. The imposition of excessive burdens, 
or burdens in restraint of trade on the use 
of the means and agencies of public com- 
munication; 

4. Tax discrimination against the prod- 
ucts of other states in favor of domestic 





6 Note the concession to the stronger and some- 
what distant (from Prussia) southern group of 
States. 

7Imperial Constitution. Article 35. 

8’ Imperial Constitution. Article 70. 
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products in interstate and local commerce; 
or 


5. Export bounties; 


or in order to protect important social in- 
terests.” 


Article 12: “So long and in so far as the 
Commonwealth does not exercise its juris- 
diction, such jurisdiction remains with the 
States.” 


The important provision is the first set 
forth above, which, it will be noted, grants 
the Republic authority to take over any and 
all taxes and thus possibly to make the 
states fully dependent on it for financial 
support. This the Nazis ultimately accom- 
plished, carrying to an extreme a process 
begun by the Republic, which levied a great 
variety of taxes, in many cases taking over 
those previously belonging to state and lo- 
cal governments. 

These taxes varied in importance as reve- 
nue sources. Some are more interesting 
to analyze than others and will be given 
more attention here. 


Taxes Levied in 1933 


A preliminary list of the taxes levied as 
of 1933 follows, divided on the basis of ad- 
ministration and ultimate beneficiary. 

1. Administered by the national govern- 
ment, entire yield retained: tariffs, excises, 
inheritance tax, federal property tax, prop- 
erty increment tax, minor taxes on trans- 
fers, especially of intangibles. 

2. Administered by national government, 
but with a portion of yield turned over to 
state or local governments: personal and 
corporate income tax, turn-over tax. 

3. Administered by national government, 
but with entire yield turned over to states 
(less four per cent collection charge): land 
acquisition, motor, racing taxes. 

4. Levied and administered locally accord- 
ing to fundamental rules laid down by gov- 
ernment: land, building, business, house 
rent taxes. 

5. Locally administered without control 
(not important): license, stamp, hunting, 
dog, etc., taxes. 

A classification of national taxes on the 
basis of type is the foundation of most of 
the remainder of this article. The several 
taxes will be listed in a logical order, with 
a brief analysis of the provisions effective in 
1924. Modifications made by 1932 (the last 
year of the Republic), by the end of 1937 
(before Hitler moved into Austria) and (to 
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the extent available) by 1943, will also be 
given. 

No attempt at analysis of the state and 
local taxes has been made. The list show- 
ing the beneficiaries of the various taxes 
indicates the source of some of the income 
of the states and municipalities. They had 
various special taxes, and also imposed (un- 
der national limitations) taxes in the nature 
of surtaxes on the national taxes, being a 
percentage (often more than 100 per cent) of 
the latter. In addition, the municipalities in 
particular had large incomes (often several 
times their tax incomes) from the operation 
of public utilities. Many of the sources of 
revenue were also taken over by the na- 
tional government under the Nazis. 


Centralization 


Originally, of course, all taxes belonged 
to the states and municipalities; but, in the 
course of time, as has been shown, taxation 
became more and more centralized. This 
necessarily gave rise to the problem of dis- 
tribution of the taxes collected by the na- 
tional and state governments to the state 
and local governments, respectively, since 
the expenditures of the latter did not de- 
crease proportionately. This problem is an 
interesting one, but outside the scope of this 
paper. 

The national taxes will be classified as 
(1) direct (permanent and non-recurring) 
and (2) indirect. 


Direct Taxes (Permanent) 


1. The law of March 29, 1920, levied an 
income tax on individuals (Einkommensteuer), 
at rates varying from ten per cent to sixty 
per cent. The base was statutory net in- 
come after allowing a stated exemption to 
cover business expenses and interest. 

Deduction at the source was provided for 
in the case of employees and certain other 
income recipients. After a fifty M allow- 
ance for business expenses of employees, 
ten per cent (decreased by one per cent 
for a wife and for each child) was deducted 
on the first 8,000M and twenty per cent on 
the excess. All taxpayers had to pay quar- 
terly in advance any tax due, based on an 
estimated income. (Employees paid only 
the excess over estimated withholding.) At 
the end of the year, an adjustment was made 
for overpayments or underpayments. 


By 1932, as the result of various laws 
and decrees, the rate of tax had decreased 
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to a scale ranging from ten per cent to forty 
per cent and the withholding rate had 
dropped to a flat ten per cent. By 1937, the 
withholding rate was set forth in a table 
calculated to collect the entire tax due, 
which amounted to forty per cent for mar- 
ried persons and fifty per cent for single 
persons earning over 75,000 RM. The rate 
applied to the entire income and not just to 
the top bracket. 


In 1943, the forty per cent and fifty per 
cent rates did not apply until income reached 
120,000 RM; but a surtax equal to fifty 
per cent of the normal tax had been added, 
a surtax which could never exceed fifteen 
per cent of income and did not apply to very 
low incomes. A series of exemptions (of 
overtime pay, etc.) designed to step up pro- 
duction had also heen added. 


Defense Tax 


2. The law of October 16, 1934 as amend- 
ed by the law of August 27, 1936 imposed 
a defense tax (Wehrsteuer) on German na- 
tionals born after 1913 and not called to 
active military duty, for periods when the 
taxpayer would normally be liable to mili- 
tary duty. This tax was based on the 
amount paid as income tax, The rate was 
fifty per cent for the first two years and six 
per cent thereafter. 

3. The law of April 8, 1922, imposed a 
tax on directors’ compensations (Aufsichts- 
ratsteuer) equal to twenty per cent of such 
compensation. By 1932, the tax had disap- 
peared; but the law of March 28, 1934, re- 
imposed it with ten per cent rates. 

4. The law of March 30, 1920, as amended 
by the law of April 8, 1923, imposed a cor- 
poration income tax (Kérperschaftsteuer) of 
twenty per cent on net income plus twenty- 
five per cent of all profits distributed. A 
minimum tax equal to six per cent of the 
value of the corporation’s property was also 
provided. The tax was payable quarterly 
in advance. 

By 1932, the tax on distributions and the 
minimum tax seem to have disappeared as 
the result of laws passed in 1925 and 1926, 
but the tax was otherwise basically un- 
changed. By 1937, the tax rate (with some 
exceptions) was thirty per cent. A 1938 
law raised the rates for corporations with 
incomes in excess of 100,000 RM to thirty- 
five per cent with a provision for an in- 
crease to forty per cent for 1939 and 1940. 
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Excess Profits Tax 


5. In 1942 an excess profits tax was intro- 
duced. Profits in excess of 150 per cent of 
1938 or average 1936-1938 profits were taxed 
at the rate of twenty-five per cent for pri- 
vate firms and thirty per cent for corpora- 
tions. Certain exemptions and concessions 
reduced the burden of this tax. 


6. By Emergency Decree of June 5, 1931, 
a crisis tax (Krisensteuer), ranging from one 
per cent to five per cent on wages and from 
hree-fourths per cent to four per cent on as- 
sessed income, was imposed. This was col- 
lected by withholding and prepayment as 
in the case of the individual and corporate 
income taxes. By 1937 it was considered 
included in the income tax and disappeared 
as a separate tax. 

7. The law of April 8, 1922, imposed 
a property tax (Vermdégensteuer) with rates 
estimated to vary (in view of the method 
of computation) from 2.25M to 7.5M per 
1,000M of value of real and personal prop- 
erty. By 1932, the method of computation 
had changed, and the rates had risen slight- 
ly and varied from three M to 7.5M per 
1,090M of value. By the law of October 16, 
1934, the rate was changed to five M per 
1.000 RM with an exemption of 20,000 RM. 

8. The law of April 8, 1922, also imposed 
on natural persons a tax on increments of 
wealth (Vermodgenssuwachssteuer). This tax 
was to be imposed triennially, with Decem- 
ber 31, 1925 as the valuation date and with 
rates varying from one per cent to ten per 
cent. By 1932, it had disappeared and may 
never have been actually collected. 

9. The law of March 29, 1920, imposed a 
ten per cent withholding tax on dividends 
and interest (Kapitalertragsteuer) received 
from domestic concerns. There were many 
exemptions; it was very complex and little 
was collected. As of March 23, 1923, it was 
temporarily suspended and by 1932 had dis- 
appeared altogether. 


Inheritance and Gift Tax 


10. The law of September 10, 1919, as 
amended on June 22, 1922, and December 
17, 1923, imposed an inheritance and gift tax 
(Erbschaftsteuer). Legacies (and gifts) be- 
tween spouses and doweries of children were 
exempt, as were legacies (and gifts) of 
household goods and 3,000M cash to chil- 
dren, and 5,000M worth of property and 500M 
cash to others. On the basis of the recipi- 
ent’s relationship to the decedent (or donor), 
tates ranged from two per cent to fourteen 
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per cent. Inheritances (and gifts) of more 
than 5,000M carried surtaxes rising from ten 
per cent to 500 per cent of the basic levy. 

In 1932, the rates varied from two per 
cent to a maximum of sixty per cent, and 
had not changed by 1937. In 1943, the 
average rate was eight per cent on bequests 


‘up to 10,000 RM and thirty-seven per cent 


on amounts over 10,000 RM. 


11. A decree of October 15, 1923, imposed 
a rentenbank tax for the benefit of the Ren- 
tenbank. This took a peculiar form. On 
landed property used for agricultural, for- 
estry and horticultural purposes, excluding 
dwellings, a mortgage was imposed equal to 
four per cent of the value of the land, This 
mortgage carried six per cent interest, re- 
sulting in a net annual tax of 2.4M per 
1,000M of value. 

On industrial, trading and eommercial 
enterprises employing wage-earners, a simi- 
lar tax was imposed. A mortgage was 
taken on the real property of enterprises 
owning real property, and a bond from en- 
terprises not owning real property. This 
bond or mortgage was at the rate of 35M 
to 1,000M of operating capital, and the in- 
terest rate was six per cent. An annual tax 
of 2.1M per 1,000M of operating capital re- 
sulted? 


12. Not in effect in 1924, but imposed by 
the law of March 31, 1931, was an industrial 
charae tax (Aufbringungsumlagesteuer) on 
working assets of more than 500,000 RM. 
For 1932 the rate was 0.45 per cent, drop- 
ping by 1937 to 0.4 per cent. 


Direct Taxes (Non-Recurring) 


The following taxes were imposed in order 
to capture for the government some of the 
private gains resulting from the inflation of 
the war and immediate postwar period. 


13. A tax on bonds (Obligationssteuer) of 
two per cent of the saving by the obligor 
due to the revaluation of the mark at fifteen 
per cent of its previous value. 

14. A tax on inflation profits derived from 
the use of certain credits (Kreditbereicherungs- 
steuer) which rate could not be determined. 

15. A tax on inflation profits derived from 
the issue of emergency currency (Notgeld- 
bereicherungssteuer), at a rate not to exceed 
eighty per cent of the difference between the 
value of the currency when issued and when 
retired. 





® Later material makes no mention of this tax 
either (1) because it was treated as an ordinary 
bond mortgage, or (2) because it was somehow 
cancelled. 
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The Nazis imposed certain levies to im- 
plement their race theories, as well as to 
raise revenue. 

16. The atonement payment on Jewish- 
owned property was raised from twenty per 
cent to twenty-five per cent late in 1940. 

17. Late in 1940 a fifteen per cent social 
equalization tax was imposed on “Racially 
inferior minorities,’ particularly on Jews 
and Poles. 


18. An emigration (flight) tax (Reichs- 
fluchtsteuer) of twenty-five per cent of net 
capital was imposed on emigrating German 
nationals. 


Indirect Taxes 


19. The law of December 24, 1919, as 
amended, effective October 1, 1924, imposed 
a turn-over tax (Umsatzsteuer), equal to two 
per cent of the amount of gross income re- 
ceived from industrial or professional ac- 
tivity. In 1932, the rate was still two per 
cent. By 1937, variations to one per cent 
or two and one-half per cent in special cases 
were provided. This continued through 1943. 

20. In 1924 a very complicated local rent 
tax was imposed on house owners to offset 
the advantage conferred by inflation upon 
mortgagors. This tax was later capitalized, 
home owners being obliged to pay ten times 
the annual tax in final liquidation of their 
obligation, 

21. The law of April 8, 1922, imposed a 
tax on the original issue and transfer of se- 
curities (Kapitalverkehrsteuer) at rates rang- 
ing from one-half per cent to seven and 
one-half per cent. By 1932, the rates were 
as follows: 

(a) Stocks: one per cent to two per cent 
on the value of shares; five per cent per 
thousand on capital. 

(b) Bonds: five to twenty RPf. per ten 
RM of nominal value (of instruments). 

(c) Turn-over tax on speculation: two to 
seven and one-half RPf. per 100 RM of pur- 
chase or market price. C apensation tax: 
thirty-seven and one-half RPf. per 100 RM 
of purchase or market price. Private trans- 
action: four to fifteen RPf. per 100 RM. 
By 1937 only minor changes in rates had 
occurred. 


Tax on Documents 


22. The law of May 5, 1936, imposed a 
tax on documents (Reichsurkundensteuer) 
on the value of the property or contractual 


compensation at different rates (in most 
cases—one-tenth of one per cent). 


23. The law of June 10, 1869, as amended 
by the law of June 18, 1923, imposed a tax 
on bills of exchange (IV echselsteuer) of one- 
tenth per cent on the issue or transfer. This 
rate continued from 1932 through 1937. 

24. The law of September 12, 1919, im- 
posed a tax on the purchase of land (Grun- 
derwerbsteuer) at the rate of four per cent, 
to which was added not more than two per 
cent for the benefit of the states. By 1932, 
the national tax had decreased to three per 
cent, but in case of land speculation there 
was an additional increase of two per cent. 
This rate continued through 1937. 


25. Supplemeffting this tax on the pur- 
chase of land, is a tax on property held by 
individual persons for an extended period of 
years, the so-called “dead-hand tax” (Tote- 
Hand-Abgabe), the rate being two per cent, 
payable over a period of twenty years, i.e., 
in amounts of 0.1 per cent per annum. 


Transportation Tax 


26. The law of April 8, 1917, imposed a 
transportation tax (Beforderungssteuer), 
based on the cost of rail and water trans- 
portation. Rates were ten per cent to six- 
teen per cent on fares of persons, depending 
on class of transportation; twelve per cent 
on baggage; seven per cent on freight; six 
per cent on street electric railroad fares. 
This tax continued unchanged from 1932 
through 1937. 

27. The law of April 8, 1922, as amended, 
imposed an automobile tax (Kraftfahrzeug- 
steuer) at varying rates, depending on the 
type and horse power or weight of the ve- 
hicle. By 1932, the law had been amended 
several times, but the tax continued to be 
imposed with the same variety of rates. 
Amendments in 1935 provided certain ex- 
emptions and changed the rates. 

28. The law of April 8, 1922, as amended, 
imposed a tax on horse race wagers (Ren- 
wettsteuer) of sixteen and two-thirds per 
cent on the amount wagered as shown on the 
totalizer and ten per cent on the amount of 
each separate wager made by a bookmaker. 
There were no important changes by 1932, 
but by 1937 the rate on wagers of book- 
makers was up to sixteen and two-thirds 
per cent. 

29. The law of April 8, 1922, imposed a 
lottery tax (Lotteriesteuer) of sixteen per cent 
on domestic lotteries and twenty per cent 
on foreign lotteries. By 1932, the rates had 
been raised to twenty per cent and twenty- 
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five per cent, respectively, and continued at 
this level through 1937. 

30. The law of April 8, 1922, imposed a tax 
on insurance (Wersicherungsteuer) at vary- 
ing rates depending on the risk insured 
against. This continued from 1932 through 
1937. 

31. A decree of February 10, 1924, imposed 
a stock exchange tax (Borsensteuer). This 
consisted of (a) a tax on each trader and his 
employees, varying from city to city and 
(b) a tax on new traders and their em- 
ployees. This tax disappeared by 1932. 


Taxes on Commodities 


32. The law of October 12, 1867, as 
amended by laws of July 9, 1923, and Oc- 
tober 27, 1923, imposed a salt tax (Salz- 
‘teuer) of forty-five per cent of the whole- 
sale price. This tax disappeared by 1932, 
but was reinstated during that year, at 
twelve M per 100 kg., which rates continued 
through 1937. 

33. The law of May 7, 1896, as amended, 
imposed a sugar tax (Zuckersteuer) of thirty- 
five per cent on beet sugar and fourteen per 
cent on lower-grade glucose. By 1932, the 
rates had changed to twenty-one RM per 
100 kg.; for starch sugar of a purity ex- 
ceeding ninety-five per cent, 9.45 RM per 


100 kg.; for other starch sugar, 8.40 RM 
per 100 kg. These rates continued through 
1937. 


34. The law of September 12, 1919, as 
amended by the law of October 30, 1923, 
imposed a tobacco tax (Tabaksteuer) at 
varying rates, depending on the product. 

Many amendments occurred by 1932, but 
the tax continued, Rates were increased in 
1934 and 1939, and in the latter year a spe- 
cial war surtax of twenty per cent of the 
retail price was imposed. 

35. The law of Mav 31, 1872, as amended, 
imposed a beer tax (Biersteuer) at rates de- 
pending on the volume of production. This 
tax continued (with amendments) from 1932 
through 1937. In 1939 a special war surtax 
of twenty per cent of the retail tax was im- 
] osed. 


Wine Tax 


36. The law of July 26, 1918, as amended, 
imposes a tax on still and sparkling wines 
(Wein- und Schaumweinsteuer). imposed on 
retail sales at twenty per cent on still wines 
and thirty per cent on sparkling wines. In 
1932, the rates were as follows: for spark- 
ling grape wine, one RM per bottle and fifty 
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RPf. per one-half bottle; for all other 
sparkling fruit wines, twenty RPf. per 
bottle and ten RPf. per one-half bottle. By 
law of November 15, 1933, the tax was sus- 
pended and seems to have disappeared. 

37. Not in effect in 1924, but imposed by 
the law of April 15, 1930, and a decree of 
December 8, 1931, was a tax on mineral wa- 
ter (Mineralwassersteuer), which was sus- 
pended, however, for the period 1932 
through March 31, 1936. It seems never to 
have been reinstated. The rates were: min- 
eral water five RPf.; soft drinks, ten RPf.; 
concentrated soft drink syrups, one RM; 
essence for the manufacture of syrups, 
twenty RM per liter. When the finished 
product contained more than ten grams of 
wine spirits, the tax was doubled. 

38. The law of June 15, 1909, as amended, 
imposed a tax on lighting appliances (Leucht- 
mittelsteuer) and materials at the rate of 
twenty per cent of the factory sales price. 
This continued from 1932 through 1937. 


39. The law of September 10, 1919, as 
amended, imposed a tax on matches (Ziind- 
qwarensteuer) of sixty per cent of the factory 
sales price. By 1932, the rates had been 
changed to (approximately) 0.2 RPf. per 
twenty matches in each packet or container, 
which rates continued through 1937. 

40. The law of September 10, 1919, as 
amended, imposed a tax on playing cards 
(Spielkartensteuer) of .30M per pack. By 
1932 the rates had been changed; packets 
containing twenty-four cards. or less, 
fifteen RPf.; packets containing twenty- 
five to forty-eight cards, thirty RPf.; pack- 
ets containing more than forty-eight cards, 
fortv-five RPf. These rates continued through 
1937. 

41. The law of April 8, 1932, imposed (as 
part of the Spirits Monopoly Law) an acetic 
acid tax (Essigsaurestewer) on acetic acid 
imported or produced by other than fer- 
mentation, at rates ranging from 28.10 to 
42.15M per 1,000 kilos. In 1932, the rates 
were forty RM per 100 kg. of water-free 
acid, if the price for acetic brandy amounted 
to seventy RM per 100 It. alcohol. For every 
one RM more or less, the tax was increased 
or lowered 1.43 RM. This continued through 
1937. 

42. Not in effect in 1924, but imposed by 
the law of April 15, 1930, was a tax on 
mineral otls (Mineralélsteuer) at the rate of 
3.80 RM per 100 kg., which rate continued 
through 1937. 

43. Not in effect in 1924 or 1932, but im- 
posed by an emergency decree of April 13, 
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1933, as amended, was a tax on fats at 0.5M 
per kg. 


Slaughtering Tax 


44. Not in effect in 1924 or 1932, but im- 
posed by the law of March 24, 1934, was a 
slaughtering tax on the killing of cattle, pigs 
and sheep and on the importation of meat 
and grease of such animals at graduated 
rates. The slaughtering of small calves, 
pigs and sheep was exempt. 

45. The law of February 7, 1906, as sup- 
plemented, placed a commodities statistics fee 
on goods imported, exported or in transit, 
to cover the cost of government statistics 
with reference to such goods. The rate was 
five Pf. per each one-half metric ton of 
goods, if packed, or per one metric ton, if 
unpacked, or per head of cattle, and ten Pf. 
per ton for bulk goods. By 1932, this tax 
had disappeared. 


Customs Duties 


46. Customs duties (Zodllen) were in effect 
throughout the period, the rates and provi- 
sions being determined by a combination of 
the Zéllverein law of July 1, 1869, the cus- 
toms tariff law of December 25, 1902, com- 
mercial agreements with foreign states and 
(while effective) the Versailles Treaty, all 
as amended from time to time, Rates varied 
with the type of goods. 

47. The Spirits Monopoly Law (Brannt- 
weimmonopol) of July 16, 1918, as amended, 
imposed taxes on the manufacture of brandy 
and brandy products, ether and ether products, 
at rates fixed at the discretion of the Na- 
tional Finance Minister according to home 
economic conditions with a view to exclud- 
ing the foreign product. This continued 
from 1932 through 1937. 


48. Not in effect in 1924, but imposed by 
the law of April 15, 1930, was a tax on 
spirits substitutes (Branntweinersatzsteuer) 
imposed on substances containing alcohol 
but which were not brandy in the sense of 
the law. The tax imposed was equal to the 
amount by which the regular selling price 
of brandy exceeded the price paid by the 
monopoly board when it bought the brandy. 
This continued through 1937. 

49. The law of April 8, 1922, also estab- 
lished a saccharine monopoly but by the law 
of Tuly 14, 1926, a saccharine tax (Siiss- 
Stoffsteuer) of two RM per kg. saccharine 
and 5.60 RM per kg. dulcine, was substi- 
tuted. This continued unchanged through 
1937. 


Conclusion 


The development of Germany’s national 
tax system paralleled the development of 
her national government. If the tax system 
was not itself one of the causes of the for- 
mation of a national government, it was 
certainly an instrument used to that end, 
and also to strengthen the national govern- 
ment when established. Its complexity re- 
flects (among other things) the complexity 
of the governmental structure of pre-Nazi 
Germany, which itself resulted from the 
course of national development. 


The Nazis made changes in the German 
tax system. The major change was the 
national government’s assumption of taxes 
formerly imposed by state and local govern- 
ments and of their other sources of revenue. 
This centralization of taxation was a neces- 
sary result of the centralization of power, 
and itself contributed to greater centralization. 
In addition, the Nazis imposed the “Atone- 
ment Payment,” the Social Equalization Tax 
and the Emigration Tax,” and also altered 
some of the other taxes to conform to their 
race theories. Among these was the provision 
banning dependency credit for the children of 
Jews; and others might be cited. Generally, 
however, the German national taxes were 
not Nazified. Tax rates were increased and 
new taxes imposed, but most of these were 
wartime, rather than Nazi, measures. 


While the German tax system will have 
to be revised, the revisers will have to be- 
ware, not so much of Nazi provisions, as 
of aggression-preparing provisions in a 
larger sense. The customs duties, for ex- 
ample, should be revised to eliminate the 
provisions tending to develop war indus- 
tries and the like. Such revision will re- 
quire a line-by-line and word-by-word 
analysis of the tax laws while the new legal 
system of Germany is being established. 


A strict constitutional limitation on the 
power of the national government to levy 
taxes, and a specific grant of such power to 
the states and local governments, will be 
necessary if decentralization is finally de- 
termined upon as the best arrangement for 
controlling the aggressive elements in Ger- 
many. Just as the power to tax is the power 
to destroy, so also is the power to exempt 
from taxation the power to help create; and 
this power, so far as it might be used to 
encourage the growth of potential war in- 
dustries, must be controlled in post-war 
Germany. 





™ Such extra-legal assessments as the Winter 
Relief, collected by the Nazi party, were really 
not, technically, taxes. 
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It is realized that no tax system can keep 
the aggressive elements in a population 





a tax system as will make it as difficult as 
possible for these to regain control of the 


from coming to the fore, but thought should country. [The End] 
be given to providing Germany with such 
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TRENDS in State Taxation of Air Carriers—Cont’d from page 1149 





However, the various state interests seem 
rightly to require that the advisory com- 
mittee be appointed by the Council of State 
Governments and be vested with power of 
determinations under this formula. Since 
Civil Aeronautics Board Reports on these 
public utilities contain the basic data neces- 
sary for allocations under the formula, these 
could be easily and equitably made. 


Gasoline Taxes 


We should keep in mind that for a com- 
plete solution of the air carrier tax problem 
the amazingly different status of state gaso- 
line taxes as they relate to aviation fuel? 
should be corrected. State taxation of gaso- 
line is an outgrowth of the gasoline tax on 
fuel used by automobiles as a means for 
paying for highway construction and main- 
tenance. While it can be justified in the 
case of automobiles, state and local gov- 
ernments perform no similar function for 
the air carrier. Although such governments 
may help provide airports and other facili- 
ties, the air carriers pay for these services 
by rentals, landing fees and the aforemen- 
tioned taxes to which they are subjected. 
State taxation of fuel used for airplanes, 
therefore, is not justified. 


* TAXES—The Tax Magazine, February, 1946, 
p. 124, 


German National Taxation 
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While the chart (page 1148) shows that 
twenty-six of the states either exempt or 
refund the tax on gasoline when it is used 
for aviation fuel, it also points up the wide 
range of gasoline tax situations that obtain 
in the remaining twenty-two states. 


Gasoline taxes levied on gasoline used for 
aviation represent only a small percentage 
of the total tax collected by the states 
(0.01 per cent of all taxes collected by the 
states in 1943 and 0.10 per cent for all fuel 
taxes for the same year); but they do represent 
a significant burden on the air carrier. Ex- 
cept for income taxes, aviation fuel taxes 
constituted the largest tax burden for the 
air carriers in 1943, a typical year. 


Hence, it would seem that gasoline taxes 
on aviation fuel should be eliminated as an 
undue burden to interstate air commerce. 
and also as unrelated to the services ren- 
dered. In consideration of the present 
treatment by the various states, it is obvious- 
ly inequitable to perpetuate a_ situation 
which is largely the result of lack of de- 
liberation, of cooperation and of forethought. 
The solution of this situation appears to be 
cooperation and planning in connection with 
national airport development programs, 


[The End] 


3’ House Document 141, 79th Congress. 











THIS COUNTRY getting into the 
long-predicted depression? Or is what 
follows just coincidence? In eighteen years 
of Shoptalking (less three in the Navy), the 
Shoptalker has noted a definite correlation 
of business activity and contributions from 
readers. In February and March, when he 
most needs contributions, because he is so 
busy with his tax practice, he receives the 
fewest, for obvious reasons; and in July 
and August, he receives the most. Further- 
more, in 1929, when we were at the peak of 
the boom, contributions were few; but in 
1932, at the depth of the depression, ac- 
countants had plenty of time to write him. 
Never has he received so many contribu- 
tions in October. This month he is going 
to use as many as possible before they grow 
stale. It might interest readers to know 
that copy has to be mailed in Long Beach 
six weeks before the issue for which it is 
intended is mailed in Chicago. Much “hot” 
stuff has to be filed in the circular file be- 
cause it would be cold by the time it reaches 
print. 


Corrections 


Belatedly we note two typographical er- 
rors on page 685 of the July issue. In the 
first column the tax at nineteen per cent is 
$275.50. In the second column the sixth 
line should read nineteen per cent, not ten 
per cent. Apparently most readers realized 
this. However, nothing shows better the 
value of this magazire than the realization 
that it is read and referred to long after an 
issue is no longer current, and that people 
take the trouble to tell us about it. We 
thank them. 


This brings us to how we happened to 
reminisce about Dad, for which inquiry 
we thank several readers. During the past 
summer we were invited to address a class 
of salesmen. We did what came naturally, 
and talked about Dad. A stenotypist took 
down our remarks, and when we got the 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


transcript it seemed a good idea to pass it 
on to all of you in October. As for our 
November reminiscences about depreciation, 
we were reminded of that after calling on old 
Arthur Wolff. They seem to have gone 
over well, too. Thanks. 

"Way back in the May issue, page 494, we 
mentioned the single-tax doctrine of Henry 
George. Six months later Joseph Berger, 
CPA, sends us, with his compliments, a copy 
of Progress and Poverty. We hope we have 
time to reread it; it’s thirty years and more 
since we first became acquainted with it, as 
an undergraduate. Then we could read 
anything with our bare eyes, Now, after an 
ordinary day’s work, even bifocals fail us— 
and as for movies! We can’t take more 
than one or two a month. But our thanks 
to Mr. Berger just the same. 


Traveling Expenses 


The same mail that brought us our copy of 
the October issue also brought a letter from 
Jim Keller of Miami, asking how we were 
enduring the California climate. Not de- 
siring to start another civil war, we refuse 
to answer. The business end of the letter 
from Florida had to do with the cases of 
Shelley [CCH Dec. 14,642(M)] and Mce- 
Lennan [CCH Dec. 14,644(M)], which J. K. 
Lasser has described as “Flowers’ Chil- 
dren.” Those were 1945 cases, and we are 
glad to learn about them. Traveling ex- 
penses are a very moot point, and cases 
thereon are not in any proportion to the dis- 
putes. The reasons are not far to seek. 
The ordinary disallowance may make quite 
a dent in the ordinary traveling man’s bank 
account. But the ordinary travelling man 
has neither (1) adequate records which will 
allow him to contest the disallowance nor 
(2) the time to fight, even if his cause is 
just. In the cases cited the amounts were 
sufficiently large to make the appeal very 
worth while, and the appellants seem to 
have had good counsel. 
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‘‘Clever People? These Chinese’ 


Anent some recent remarks of the Shop- 
talker about the inequalities of realty assess- 
ment, George Hutton reports: 


“Some time ago I came across an account 
of how the old Chinese (before the repub- 
lic) used to assess property. Every owner 
placed his own valuation on it, and paid 
taxes on that value. The trick was that 
the owner was obliged to sell at the value he 
had set. The results produced good reve- 
nue, and no appeals.” 


Brief and to the point is William Mason 
ff Parsons, Kansas. Referring to our ques- 
tion on page 998 of October, he says: “It 
seems to me that recognition of either gain 
or loss is prohibited by I. R. C. 
112 @) Ch)” 


Section 


Veteran's Medical Expenses 


There is plenty of merit in what F. A. 
Costello, of Boise, Idaho, has to say: 

“In I. T. 3571, C. B. 1942-2, page 108, it 
was held that contributions made to or ex- 
penditures made by individuals for the bene- 
fit of the War Savings Staff and Defense 
Savings Committees constituted allowable 
deductions under Section 23 (0) 1 of the 
Code as contributions made for ‘the use of’ 
the United States. 


“May Mr. Veteran claim that the amount 
he expended for medical care was made for 
‘the use of’ the United States, in that the 
amount expended by veterans for their own 
care should certainly help to reduce the 
costs of the Veterans Administration?” 

“Whether the amount is claimed as medi- 
cal expense or as a contribution for ‘the use 
of’ the United States presents some interest- 
ing results, as follows: 


A 
1. Adjusted gross income ..........$5,000 
2. Medical expense. ee 
Less: 5% of item (1)..... 250 750 
5. Balance ......... 5 A aveuinyis deraite eee 
B 
1, Adjusted gross income ...... $5,000 
2. Medical Expense as a 
contribution .......... $1,000 
Limitation: 15% of item (1) 750 
3. Balance ...... $4,250 
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c 
1. Adjusted gross income ...........$5,000 
2. Medical expense .......... $500 
Less: 5% of ttem (1)..:..... ‘250 250 
RS LoS. ee eed $4,750 
D 
1. Adjusted gross income ......... .$5,000 
2. Medical expense as a contribution 500 


($500 is less than 15% of item (1).) 


3. Balance 


Civil Service Pay 


Byron L. Johnson postcards from Silver 
Springs, Maryland: 

“Two C. A. F. workers with different 
take-home pay are no different from two 
accountants working in the same firm at the 
same grade, one of whom is married, the 
other single. Equal pay for equal work is 
of course a valid principle, but so is taxa- 
tion of income according to ability and ac- 
cording to family responsibility. Please, 
Mr. Gluick, more consistency!” 

Mr. Johnson has made a point which we 
have no space to argue now. One thing we 
won’t do is to quote Emerson on “Consis- 
tency.” We know that ours is not a great 
mind. 


Cannon Shot 


Messrs. Cannon and Appleman of Fort 
Worth, Texas, send us this swell letter: 


“We would like very much to have a pho- 
tograph of partner Andrew. Surely, he 
must have a heavy strain of gopher blood in 
his veins personally and without assistance 
to dig a hole deep enough to contain $4,000 
worth of ‘material.’ 

“We are curious to know whether partner 
Andrew dug this hole with a spade, a post- 
hole digger, or whether he used a drilling 
rig as is customary in the oil fields. If he 
used a drilling rig, he would put Superman 
to shame as the operation of a rig requires 
the coordinated teamwork of a crew of 
trained men. See article on oil well drill- 
ing in recent issue of the Saturday Evening 
Post. 

“One further thought occurs to us. We 
are intrigued by the possibilities that lurk in 
the example wherein the $5,000 withdrawn 
by Andrew was treated as a return of capi- 
tal. We would like to secure the formula 
whereby $20,000 can be invested in a busi- 
ness, $5,000 of that amount taken out as a 
capital withdrawal and the investment in the 
business remain at $20,000. Such a formula 
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would solve the age-old problem of how to 


eat your cake and still have it. We timidly 
suggest that you reconvene the ‘skilled’ oil 
men with whom you silently sat in confer- 
ence and for our information ask them if 
it is possible that when the $5,000 capital 
was withdrawn, there remained in the busi- 
ness $15,000 capital. 

“As to the matter of supplying more real- 
istic figures, it would be difficult to do this 
because of the way in which the problem 
was posed. If the drilling was done by 
Andrew under a contract with the part- 
nership, the appeal of Ortiz Oil Company, 37 
BTA 656 [CCH Dec. 9999] (dealing with 
drilling by one owner on jointly owned 
properties), and appeal of J. C. Wynne, 47 
BTA 731 [CCH Dec. 12,832] (recognizing 
for tax purposes the separate entity of a 
partnership), may furnish the answer. Under 
the principles laid down in the two afore- 
mentioned cases, it would not be too diffi- 
cult to envisage the following balance sheet: 


Assets 


Leasehold— 


Original cost $10,000 
Capitalized development 
costs 5,000 $15,000 
Lease Equipment 4,000 
Cash 1,000 
Total Assets $20,000 
Proprietorship 
Andrew—capital account $10,000 
Bernard—capital account 10,000 
Total $20,000 
“Under the foregoing treatment, Andrew 


would have a personal gain or loss, or would 
break even, depending on the cost to him 
of fulfilling the drilling contract. You will 
appreciate, I am sure, that in suggesting the 
foregoing balance sheet I am as it were 
‘shooting from the hip,’ relying entirely on 
cases I happen to remember and have made 
no research into the matter. So, please do 
not publish the foregoing as my considered 
opinion.” 


More Oil 


H. C. Roberson, CPA of Houston, Texas, 
says: 

“Even though oil development costs may 
be capitalized, withdrawals of partners are 
not deductible on a partnership tax return. 
Thus at the end of the year in your hypo- 
thetic example, the Balance Sheet would 
appear: 
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Leasehold ay nso 5 O00 

Development costs (material, etc.) 4,000 

SE ey huts Cc ead see peek 1,000 

Total Assets 5. +35 ph oO00 
Capital: Andrew . .$10,000 

Withdrawals 5,000 5,000 

Bernard 10,000 

Total $15,000 

“The tax basis would remain at $10,000 

for each partner, even though Andrew 


drew $5,000 during the development period. 
To me the solution would be for the part- 
ners to have a binding agreement that the 
first $5,000 of profits or asset liquidation 
would be credited or paid to Andrew.” 


Deduction of Payments to Widow 


The following comes from J. M. Stryker 

of Buffalo, New York: 
‘“Under ‘Payments to Widow’ in your 
‘Talking Shop’ section of the October issue, 
I would like to give you my opinion as an 
insurance man relative to the hypothetical 
question. 

“My argument would go something like 
this. The premiums paid by the corpora- 
tion on the life of the president were not 
deductible as business expense since the 
corporation was the beneficiary, and the pro- 
ceeds of the insurance policy were not sub- 
ject to income tax when received by the 
corporation. No doubt the policy was 
taken out in order to compensate the com- 
pany for the loss of the president’s services 
in the event of his decease. 

“As far as any payments to the widow 
are concerned, they would be considered 
entirely separate and distinct from the in- 
surance transaction and should be allowed 
as a deduction, The corporation was not 
bound to make any payment to the widow, 
but did so in recognition of the services 
rendered by the deceased president. As far 
as this particular action on the part of the 
company was concerned, it was not com- 
pensated for by insurance. If it had been, 
a policy on the life of the president payable 
to his widow would have been taken by the 
corporation in which event the corporation 
could have deducted the premiums paid, 
and they would have been treated as addi- 
tional compensation to the president for in- 
come tax purposes.” 
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Cancellation of Obligations 


Herman Levanthal, a lawyer in Boston, 
Massachusetts, has this to say about the 
subject which appeared on page 875 of our 
September issue: 


“T do not recall anyone making mention 
of a gift tax or return thereof; yet it would 
seem to be required for those many cases 
in which cancellations are now deemed 
gifts. As a practical matter, will a creditor 
who cancels all or part of a debt be willing 
to confer this benefit if he has to pay a gift 
tax therefor? There are many other legal and 
practical questions which may be raised n 
this situation. The above is sufficient food 
tor thought and I shall be interested in see- 
ing the results.” 


Escrows 


In Southern California the escrow method 
ft handling realty deals is so firmly estab- 
lished that many people think it is a legal 
requisite. Actually, escrow companies are 
required to post a bond. In the San Fran- 
ciscO area, escrows are not as widely used 
as in the southern sector. 

Sut wherever used, the escrow is of vital 
importance taxwise in determining the date 
when the holding period begins, so that 
long- or short-term gains may be deter- 
mined. The best dissertation on the sub- 
ject is, ironically, by a Florida lawyer. See 
\r. Rosenberg’s article in the October, 1945, 
issue of this magazine. When the Shop- 
talker practiced in Florida twenty vears ago, 
escrows were rare. 


California Leads on Federal Taxes 


Just how important California has become 
in tederal taxation is strikingly demon- 
strated by a recent report in the CCH Fed- 
eral Tax Guide. Of three reported cases, 
two came from California. 

rhe first, dmerican Box Shook Export As- 
sociation [46-2 ustc § 9314], gives a thor- 
ough review of the tax status of cooperatives. 
If you have any dealings with such an or- 
ganization, you cannot afford to miss it. 

The second is the C. H. Heller Trust [CCH 
Nec. 15,327]. This deals with the recovery 
of the cost of cancelling a lease, and re- 
views preceding cases in an unusually clear 
manner. 


“Dressed Down” 


“A ventriloquist touring the London 
music halls applied for fifty clothing cou- 
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pons to dress his dummy. He got his al- 
lotment and was feeling satisfied until the 
Inland Revenue joined in. They have sent 
his dummy an income tax form!” 


History 


As an undergraduate, over thirty years 
ago, our favorite study was history. Our 
interest in it continues, but of necessity is 
not so intense and runs more to professional 
lines. So recently we have been digging 
into California history; and we pass on to 
you some of the facts we have found, with 
the aid of the California Taxpayers’ Associa- 
tion. 

In 1900 California’s population was just 
short of a million and a half; it is now esti- 
mated to be nine and a quarter millions. In 
1904 the per capita tax, total of all state and 
local, was $18.40. In 1945 it was $101.42, 
plus tederal taxes of $417.45. Taxes have 
dropped somewhat in 1946. The federal 
collections in the fiscal year 1945 were three 
and seven-tenths billion dollars, of which 
sixty-two million came back to the state 
in the form of subventions, only one mil- 
lion being for education. “In other words, 
less than 2¢ of every dollar of federal taxes 
collected in California came back to Cali- 
fornia. Of course, large amounts of Federal 
taxes were spent for war purposes in Cali- 
fornia,” 

That last quotation is quite an understate- 
ment, but the prize for understatement is 
this: “Government finance in the U. S. is a 
maze in which even the initiated have diffi- 
culty finding their way.” If it were not for 
CCH, it would be impossible. 


Social Security 


In the face of strong proposals to extend 
the scope of social security coverage, par- 
ticularly to include independent business 
men (sole proprietors and partners), there 
is a lot of opposition from some who are 
“protected.” Their argument is quite logi- 
cal. Something ought to be done for them 
They are the men who have been retired 
from the military forces. They get good 
retirement pay, and they will get it. Why. 
then, if they take jobs, should they have de 
ductions made for either unemployment or 
old-age benefit? If they lost their jobs, they 
would still get their retirement pay, far 
more than the unemployment benefits. They 
have comparatively few vears left to work, 
and the old-age benefits would not build up 
to any appreciable amount. Meanwhile, 
with the cost of living ever mounting, they 
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want their full wages. We are not in that 
fortunate group. If we were, we would join 
them in asking our Representative in Con- 
gress to exempt them. 


Related Interests 


The Einstein theory of relativity is sup- 
posed to be nearly incomprehensible to all 
but a few erudite mathematicians, but what 
the Internal Revenue laws do to your rela- 
tions is just about as comprehensible. Fam- 
ily partnerships are so hampered by rulings 
and decisions as to appear almost criminal. 
But the taxpayers got a break in the Ford 
case [46-2 ustc J 9349]. The Oregon Dis- 
trict Court found that their partnership was 
motivated by legitimate business reasons, 
and ordered the Commissioner to refund the 
additional assessment, with interest, costs 
and disbursements. But we'll bet the Com- 
missioner won’t do so till the Circuit Court 
says he must. In the Stoll] case [CCH Dec. 
15,351(M)], the Tax Court also gave the peti- 
tioner the better of it. This was a father and 
son case. But there was also an angle of 
interest to admiralty lawyers. The tax- 
payers had paid damages to the owners of 
a boat damaged by their boat. We’ll bet 
four to one they were really ships, but let 
that pass. The taxpayers attempted to de- 
duct that payment as a casualty loss. The 
Commissioner said, “No,” and the court up- 
held him. 


Popp Goes a Tax Case 


The Hon. Harry Slater, Chairman of the 
Wisconsin Board of Tax Appeals, noted our 
paragraph on page 998 of the October issue, 
concerning minors’ earnings. He sent us 
the full text of the decision in the case of 
Popp, decided September 18. The state as- 
sessor had attempted to tax the earnings of 
Mr. Popp’s minor son to Mr. Popp, although 
the boy had been fully emancipated. The 
Board found for Popp. The most inter- 
esting part of the decision is quoted here- 
with: 

“While this determination disposes of the 
instant question, we perceive it to be part 
of our responsibility to call attention to the 
fact that although Hooper, supra (284 U. S. 
206), was decided in 1931, no attempt has 
been made by subsequent regular sessions 
of the legislature to rewrite provisions of 
section 71.05 (2) (d). Such revision is re- 
quired if expressed constitutional limitations 
are to be reconciled with statutory declara- 
tions. That section still provides, as it did 


prior to 1931, that in computing taxes and 
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the amount of taxes payable by persons 
residing together as members of a family, 
the income of the wife and the income of 
each child under 18 years of age shall be 
added to that of the husband or father. (See 
also section 71.095 (1) (e).)” 


Withholding Complications 


We were unable to find anything in Regu- 
lations 116 or Circular WT covering the 
problem discussed below. Maybe we need 
new specs or a new brain, but we think that 
the next issues of both of the publications 
should cover the point specifically. Here’s 
the case of Rosie O’Grady, general office 
helper in the office of Xavier Gish, at $30 
per week. She isn’t married (yet), so each 
week Gish dutifully deducts $3.40 from her 
wages for income tax withholding. Rosie 
is no dumbbell. She can calculate her tax 
by the optional tax tables, and finds that if 
the boss gives her the usual Christmas bonus 
of one week’s pay, she will have a tax of 
$176, whereas fifty-three times $3.40, or 
$180.20, will have been withheld. She wants 
that extra $4.20 and proposes to Gish he 
make no deduction from the bonus. Even 
at that, she’ll still have a refund of eighty 
cents due from the collector. Well, the answer 
is that Gish may not do it. Each wage payment 
is subject to withholding, regardless of how it 
affects the wage earner. The Treasury De- 
partment prefers to have indicated refunds; 
it provides a cushion against unreported 
“other income.” Of course, if Rosie were 
even smarter, she’d get Gish to raise her 
wages to $30.99, on which the withholding 
would be no greater, 

Another item not covered in WT is the 
method of withholding. An employer may 
adopt the percentage method for salesmen 
and the table method for factory hands, or 
vice versa. But as to any one employee he 
must be consistent. We deduced that an- 
swer from a general knowledge of all regu- 
lations, but the ordinary taxpayer ought to 
be told that point-blank in WT. To check 
ourselves, we asked a deputy collector, who 
said we had arrived at the right conclusion. 
We were both pleased and surprised. 


Christmas Gifts 


As we send this to press, there is a con- 
certed, nation-wide drive on for contribu- 
tions to your local Community Chest. We 
need hardly tell you that it is a worthy 
cause, and you should give. But we want 
to remind you, as we have done every year 
of our Shoptalking, to be sure to buy Christ- 
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mas seals. That is a much smaller enter- 
prise than the Chest, and gets less ballyhoo, 
but it is just as deserving. Buy plenty of 
seals, and use them. 

Some tax practitioners have made up gift 
charts for their clients, showing for each 
bracket what the net cost of a gift really 
is, after computing the tax saving. ‘These 
charts are good the year round, but no time 
are they more valuable than at Christmas, 
when the spirit of giving is strongest. We 
never liked the slogan, “Give till it hurts.” 
The only thing that hurts us, is that we can’t 
give more. 


Tax Arithmetic 


When we first hit a case of “annual” with- 
holding, we looked vainly for an example. 
Neither official nor other publications avail- 
able to us contained one. So we herewith 
give you a Christmas present. 


Q. 1. Jim Doukes is a realty salesman em- 
ployed by Xavier Gish, a realtor. His 
compensation is straight commission. 
During the early part of 1946 Douke’s 
commissions, paid to him monthly, 
never exceeded $92; since he is mar- 
ried, and without children, Gish 
withholds nothing for income tax. 
But in the latter part of the year, 
Doukes is instrumental in putting 
over a huge deal, which, when it 
comes out of escrow, will entitle 
Doukes to $6,000. Gish wants you to 
compute the amount he must with- 
hold. Doukes is going on a long vaca- 
tion when he gets the money and will 
earn no more in 1946. 


A. This can be done only by the percent- 
age method, as set forth on the last 
page of Circular WT and CCH FTG 
{ 3463. 


Commission (wages) . .$6,000.00 
Less two exemptions . £200 
Balance ... ....... $4,888.00 


Amount shown in column 2 
(Maximum amount) (a).. 2,224.00 


Balance ........ nee as oo 12,004.00 
17% of item (a) ...........8 S7808 
19%. of item (b) ...... 0.005. 506.16 
Total to be withheld....... $ 884.24 


Q. 2. Suppose further that during 1945 be- 
fore the big commission, Doukes’ 
earnings totaled $798. Compute his 
federal income tax on a community 
property basis. 


Talking Shop 


Total income 


PR URETOOE. 5. hse Sciaets mtg oe Bs 3,399.00 
Wace Per TAOle oe osc ec ss 492.00 
WIRES he 8 ccs Sin ewes 984.00 
Wathhel@ oo. s.scew caws 884.24 
Balance Gue 2.6 )4.600.6 ws: $ 99.76 


Q. 3. Using same figures, compute the tax 
in a non-community property state. 





A. "H@tal ANCOR secede cc ocun $6,798.00 
Less: Standard de- 
AUCTION: ies é <002 $ 500 * 
Exemptions ... 1,000 1,500.00 
Income subject to tax... .. $5,298.00 
Normal tax @ 3%.......... $ 158.94 
Surtax: on: $7000)... ..... ... 720.00 
1,298 @ 23%... 298.54 
Subtotal ... SETI AS 
|; os 58.87 
heh ee ae eee, Se 1,118.61 
Withheld Be 884.24 
Balance Gue: .... 2s. sas $ 234.37 


* Must be used since no data as to deductions 
are supplied. 


“By the Entirety”’ 


Tenancy by the entirety is so little used 
in California that the manual of the Real 
Estate Commission does not even index it. 
So the Shoptalker had to go way back to 
find an answer to the following question 
from a non-community property state. 


“Mr. and Mrs. Blank each have tax- 
able income in excess of $2,000 but 
Mr.’s is much more than Mrs.’ They 
own, as tenants-by-the entirety, the 
house they live in, and pay taxes there- 
on. They make separate returns. It is 
advantageous for Mr. Blank to take the 
whole deduction for taxes. Does the 
tenancy-by-the-entirety require that they 
divide that deduction?” 


The Shoptalker, not being a lawyer, gives 
his opinion gratuitously as a layman and 
advises all readers who are further inter- 
ested to consult an attorney who knows the 
law of his particular state. G. C. M. 15,530 
seems to indicate that in general the hus- 
band may take the entire deduction. The 
case of Nicodemus, Jr., 26 BTA 125 [CCH 
Dec. 7581], applies this to specific facts in 
New York. [The End] 
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changed and discussed. During this period, 
the word is spread around among tax 
lawyers in each nation, who are allowed 
to contribute their advice and suggestions, 
plus particular problems of their clients. 


Finally, a completed draft of a treaty is 
agreed upon by the: representatives of the 
two nations, who meet formally and sign 
the document on behalf of their respective 
countries. The American Secretary of State 
delivers the treaty to the President for 
study. If, after study by the President, the 
treaty embodies his ideas and he agrees 
to all the terms, he sends it, with a letter 
of transmittal and supporting documents 
emboding the views of the negotiators, to 
the Senate, requesting that body to advise 
and consent to its ratification. 


It should be noted that all during the 
time the treaty is under discussion its terms 
are ultra-secret. Only those officials of the 
negotiating nations who actually are work- 
ing on the treaty know its provisions. But, 
after the treaty has been referred to the 
Senate Committee on Foreign Relations, it 
may become public property upon unani- 
mous consent of the Senate. Otherwise, the 
terms of the treaty are secret until it is 
reported to the Senate by the Foreign 
Relations Committee. Generally, if there 
is a need for hearings, the public may be 
invited to appear and speak for or against 
the treaty or particular provisions thereof. 
The committee itself decides whether hear- 
ings are to be held. 


While the tax treaties technically are 
referred only to the Senate Committee on 
Foreign Relations, actually copies of the 
treaties are sent to the Congressional Joint 
Committee on Internal Revenue Taxation, 
which undertakes the technical study neces- 
sary for members of the Senate. If both 
these committees approve the treaty, it is 
reported favorably to the Senate; and, if 
it receives the necessary two-thirds vote, 
the treaty is returned to the President with 
a resolution advising him that the Senate 
has voted to consent to its ratification. The 
President at this point formally ratifies the 
treaty and turns it over to the Secretary 
of State. 


| WASHINGTON TAX TALK—Continued from page 1126 


Country A notifies us when it has rati- 
fied the treaty. Then a meeting is arranged 
for the formal exchange of the ratified 
documents. If the meeting takes place in 
Washington, our Secretary of State and 
the ambassador of the foreign country 
make the exchange. When country A is 
the scene of the exchange, our Ambassador 
and country A’s equivalent to our Secretary 
of State participate in the ceremony. The 
United States receives a duly authenticated 
document signed by the authorized officials 
of country A. The other nation receives a 
duly authenticated document sgined by the 
authorized official of the United States. 


From the moment ratifications are ex- 
changed, the treaty is brought into force. 
The treaty itself always contains the date 
on which its provisions become effective. 
This date may be either retroactive or pro- 
spective. As soon as ratifications are ex- 
changed, tax lawyers and accountants can 
begin to make their computations. 


From the standpoint of American law, 
something more must be added. The Presi- 
dent must issue a proclamation, setting 
forth the terms of the treaty and proclaim- 
ing its legality. This action, however, is a 
mere formality and is a custom of long 
standing. 

Most tax treaties contain provisions which 
make them effective more or less indefi- 
nitely unless one of the parties to the agree- 
ment expresses its intention to revoke the 
treaty at the end of a given time or requests 
modifications of the existing treaty. 

It is generally taken for granted that 
Uncle Sam will sign treaties with about 
ten more nations, but that trade and com- 
mercial ties with other nations besides these 
will have to become much closer before the 
final objective is reached. It is economically 
unsound, and even useless, to make tax 
treaties with nations in which our business- 
men have few interests, or with whose citi- 
zens there is not a relatively constant trade 
and travel. Exemption from double taxation 
becomes important only when this inter- 
course among nations exists. Mr. King and 
those who work with him have their future 
work cut out for them. [The End] 


ee 
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Tax ltems of Special Interest 


BERT V. TORNBORGH, CPA 


Profit on Foreign Currency does not al- 
ways result in taxable gain. In Goodrich v. 
Commissioner (1 TC 1098, May 11, 1943, 
{CCH Dec. 13,187]), the taxpayer repaid a 
loan in French francs, which he bought at 
a low price, resulting in a book profit of 
$137,000. The Tax Court decided that no 
income was realized for federal income tax 
purposes, Treating foreign currency as 
property, it found that the taxpayer re- 
turned the identical property he owed to the 
creditor. Similarly, in Coverdale v. Com- 
missioner (June 28, 1945 [CCH Dec. 
14,659 (M)]), a taxpayer repaid a loan owed 
in Canadian dollars. He acquired the Cana- 
dian currency at a profit. The Tax Court 
leclined to apply the Kirby Lumber case 
(284 U. S. 1 [2 ustc § 814]) because there 
was no payment of less than the face amount 
due, since the taxpayer paid exactly what 
he agreed to pay. ‘Admittedly petitioner 
benefited by the transaction, but not every 
benefit can result in taxable gain,” the Tax 
Court commented. There are, of course, in- 
stances in which such gain is taxable as 
profit from investment or in the ordinary 
course of business. 

x ok Ox 

Change of Domicile will not be recognized 
without clear and convincing proof of inten- 
tion. In case of doubt the presumption is 
against a change. In Joseph Darsky v. Com- 
mission (October 14, 1946 [CCH Dec. 
15,434. (M)], the taxpayer had moved in 
1939 from Ohio to Texas for the purpose 
of establishing a branch of his Ohio busi- 
ness in Texas. He lived with his wife and 
child in Texas at a hotel and later in leased 
houses for twenty-seven months; joined a 
fraternal organization and a church in Hous- 
ton, but retained his church affiliations in 
Ohio; paid no personal taxes and did not 
vote, nor register for the draft, in Texas. 
In March, 1942, he left for Ohio and stayed 
there until December, 1944, when he re- 
turned to Texas. He claimed the tax ad- 
vantages of the Texas community property 
status for the vear 1941. The Tax Court 
held the presumption in favor of the old 
domicile as not overcome. In the case of 
Samuel W. Weis, decided in 1934 bv the 
Board of Tax Appeals (30 BTA 478 [CCH 
Dec, 8526]), a conflict arose between two 


Tax Items of Special Interest 


presumptions: that of correctness of the de- 
termination of the Commissioner, and that 
in favor of the original domicile against an 
acquired domicile. The Board decided that 
the burden of proof was on the taxpayer to 
show that he did not change his domicile. 

* * * 


Bona Fide Residence in a foreign country, 
can likewise not be established by mere 
physical absence from the United States. 
Citizens employed in foreign countries on 
war construction projects, tried unsuccess- 
fully to be recognized as bona fide nonresi- 
dents and thereby to escape federal taxation 
for the particular years. The Tax Court 
repudiated their contentions in Johnson v. 
Commissioner (7 TC —, No. 122 [CCH Dec. 
15,430]) and Downs v. Commissioner (7 TC 
—, No. 123 [CCH Dec. 15,431]), both de- 
cided on October 24, 1946. Though there 
was some indefiniteness as to the time of 
their stay, the taxpayers definitely intended 
to stay only temporarily, as extended as 
their absence eventually turned out to be. 

* ok Ox 


Deduction of Golf Club Dues was held al- 
lowable only where, as in the Louis Boehm 
case (35 BTA 1106 [CCH Dec. 9652]), the 
expenditure had a direct relation to the con- 
duct of the business or the business benefits 
expected. In the recent case of Lellyett & 
Rogers, Inc. v. Commissioner (October 18, 
1946 [CCH Dec. 15,442 (M)]), where no 
information was furnished as to the names 
of new customers or the amount of any 
business believed to have been derived from 
the contacts of the corporate officers made 
through the club, the Tax Court disallowed 
the expenses. 

cs * 


Restriction of Review of Tax Court de- 
cisions under the Dobson rule (321 U. S. 231 
[44-1 ustc J 9193]) results in emasculation 
of precedents set by federal court decisions 
if they are in contradiction to Tax Court 
decisions. In the case of Seifert v. Commis- 
stoner (October 24, 1946 [46-2 ustc J 93631), 
the Circuit Court of Appeals for the Second 
Circuit did not recognize a previous decision 
of another Court of Appeals as a valid 
precedent, since the scope of judicial review 
of orders of the Tax Court “has been so 
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straitened that it can scarcely be deemed in 
any event a valid authority today.” 


* * * 


Stockholder as Beneficial Owner of cor- 
porate property was held taxable on corpo- 
rate income where the corporation was only 
the legal title holder. A resolution of the 
Board of Directors provided that all prop- 
erties standing in the name of the corpora- 
tion should not belong to the corporation, 
but would be held by it as agent or trustee 
for the sole stockholder, who could direct 
transfer of the legal title to him. To disre- 
gard the corporate entity, was in that case 
successfully claimed by the stockholder him- 
self (Industrial Union Oil Company v. Com- 
missioner, October 16, 1946 [CCH Dec. 
15,440 (M)]). 

* = * 

Reorganization was held tax free though 
a part of the cash of the transferor company 
had been used to give non-assenting bond- 
holder his interest in the assets of the trans- 
feror (Westfir Lumber Company v. Com- 
misstoner, 7 TC —, No. 119, October 22, 
1946 [CCH Dec. 15,427]). The Commissioner 
argued that the assets were not transferred 
solely for voting stock of the transferee. 
He relied on the United States Supreme 
Court decision in Helvering v. South-West 
Consolidated Corporation (315 U. S. 194 
[42-1 ustc J 9248]), where it was said that 
“solely” leaves no leeway. Voting stock 
plus some other consideration would, there- 
fore, not meet the statutory requirement. 
But the Tax Court took the position that 
the transferee corporation, “which had no 
cash to purchase any of the assets, cannot 
fairly be said to have purchased some of 
them by paying as consideration the cash 
which also was a part of them.” The tax 
consequences of a complicated plan should 
not depend upon the trivial circumstance of 
whether the cash going to a non-assenting 
bondholder, “was taken out of the pot” be- 
fore it was turned over to the taxpayer or 
afterwards, The rule that substance, not 
form, controls, worked this time in favor of 


the taxpayer. 
* * x 


Contract Advances by the government are 
not includible in borrowed invested capital 
for excess profits tax purposes, though in- 
terest was payable on the unliquidated bal- 
ance of the advanced payments outstanding 
(West Construction Company v. Commissioner, 
7 TC —, No. 112, October 16, 1946 [CCH 
Dec. 15,420]). Neither was there a docu- 
ment executed answering the statutory re- 
quirements of Section 719 (a) (1) of the 
Code, nor were the advances considered as 
loans in the ordinary sense. 


* * * 


Statutory Limits on charitable bequests 
are enacted in some states. These limita- 
tions are intended to benefit certain groups 
of relatives. In a number of cases where 
the relatives waived their privileges under 
those statutes and, consequently, charitable 
organizations received the bequests, the 
Commissioner disallowed the deduction of 
the bequests from the taxable estate (Sec- 
tion 812 (d) of Code) on the theory that the 
charities took from other than the decedent, 
namely, from the relatives who waived their 
rights under the statutes. Blossom v. Com- 
mittee (45 BTA 691, Nov. 12, 1941 [CCH 
Dec. 12, 164]), First National Bank of Atlanta 
v. Commissioner (102 F. (2d) 129 [39-1 ustc 
J 9368]) and a recent case, Marine National 
Bank of Erie v. Commissioner (7 TC —, No. 
100, September 25, 1946 [CCH Dec. 15,394]), 
involved charitable bequests which under 
the state statutes (Ohio, Georgia, Pennsyl- 
vania) are void if the will was not executed 
within a certain period of time prior to the 
testator’s death. In two New York cases, 
Humphrey v. Millard (79 F. (2d) 107 [35-2 
ustc § 9513]), and Dimock v. Corwin (99 F. 
(2d) 799 [38-2 ustc J 9556]), the testators 
had exceeded a statutory restriction by giv- 
ing more than one-half of their estates to 
charities. In all those cases the courts ap- 
proved the wills after the persons benefited 
by the statute had not taken advantage of 
their privileges, Consequently, the deduc- 
tion was allowed in the above tax cases on 
the theory that in effect the statutes made 
the wills voidable and not void, and that, 
therefore, the charities took under the will. 

[The End] 


—. $$ _ 


HENRY C. SIMONS MEMORIAL PRIZES 


An essay contest for prizes of $250, $150 and $100 has been instituted by the 
National Tax Association in memory of the late Henry C. Simons. Entries are 
to deal with some phase of public finance, may be of any length up to 7,000 words 
and may be submitted at any time prior to August 1, 1947, to James W. Martin, 


President, Bureau of Business Research, University of Kentucky, Lexington, 
Kentucky. 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Exclusions from gross income: Earned 
income from sources without the United 
States: Bona fide nonresident of the United 
States for more than six months during the 
taxable year.—A citizen of the United States 
whose home has been in Mexico since 1915 
and who was in the United States from 
March to December, 1939, for his health, 
during which time he was employed in the 
United States and his family made their 
home in California, was not a “bona fide 
nonresident” of the United States in 1939. 
DC Cal. J. W. Swent and Ursula L. Swent, 
Husband and Wife, Petitioners v. the United 
States of America, Respondent, 46-2 usTc 
q 9381. 


Amendment of claim.—The United States 
was not allowed to amend its claim for 
unpaid income taxes due from the bankrupt, 
to change the year from 1939 to 1938, since 
such amendment would amount to the filing 
of a new claim, of which no notice had been 
previously given, after the statutory period 
for filing claims had expired, for the reason 
that the income tax law treats each taxable 
year aS a separate unit, and, therefore, un- 
paid income taxes of one year constitute a 
separate and distinct cause of action from 
unpaid income taxes of another year. 


Set-off of claims against claim of govern- 
ment.—The trustee in bankruptcy was al- 
lowed to set-off unliquidated claims, for 
alleged overpayments in income taxes, against 
the claims of the United States filed against 
the bankrupt for unpaid income taxes, pro- 
vided the exact amount of the unliquidated 
claim is proved. 


Jurisdiction of bankruptcy court.—The 
bankruptcy court has jurisdiction to deter- 
mine the trustee’s set-off of claims against 
claims filed by the United States govern- 
ment in bankruptcy proceedings, and the 
trustee is not required first to sue the United 
States in another court and then recover a 
judgment to be included in the general as- 
sets of the bankrupt estate. DCS. D.N. Y. 
In re Flato, 46-2 ustc J 9356. 


Capital stock tax: “Doing business”: Or- 
ganization period: Construction of contract. 


—Taxpayer, a corporation organized for the 
production of aircraft for the United States, 
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* 


was organized on June 24, 1941, and from 
that date to June 30, 1941, inclusive, the end 
of the fiscal year, it performed, among other 
things, the execution of a contract with the 
United States on a cost-plus-a-fixed-fee- 
basis. It is held that the acts of organization 
and execution of the contract eonstituted 
“doing business” within the meaning of the 
capital stock tax, but that, under the con- 
tract, taxpayer is entitled to reimbursement 
in full for the capital stock tax paid as re- 
imbursable items of cost, notwithstanding 
the provisions of a War Department Tech- 
nical Manual limiting such reimbursement. 
Ct. Cl. North American Aviation, Ine. of 
Kansas v. United States, 46-2 ustc J 9358. 


TAX COURT 


Excess profits tax: Borrowed invested 
capital: Advances under government con- 
tracts: Statutory definition of “indebted- 
ness’.—In August, 1941, and subsequent 
thereto, taxpayer, a New Jersey corporation, 
entered into contracts with the United States 
government for the manufacture and de- 
livery of machinery, under the terms of which 
the government agreed to, and did advance 
from 30 to 35 per cent of the contract price, 
subject to the stipulation that, in case of 
default in the performance of the contract 
or any termination thereof before liquidation 
of advances due to causes for which taxpayer 
was responsible, it would refund upon de- 
mand a sum equal to the unliquidated ad- 
vances. A performance bond or advance 
payment bond was executed in each instance 
by taxpayer, with surety, to protect the 
government against non-compliance with the 
contracts. The sums advanced were to be 
liquidated by crediting a percentage of each 
payment for delivery of goods. No deliveries 
were made during the taxable year, and none 
of the sums advanced were included by tax- 
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payer in its gross income for that year. It 
was held that such advance payments were 
not outstanding indebtedness evidenced by 
a bond or by any other of the several docu- 
ments stated in Code Sec. 719(a)(1). They 
were, therefore, held properly excluded from 
borrowed capital for purposes of computing 
the excess profits credit under Sec. 712(a). 
Canister Company v. Commissioner, CCH Dec. 
15,419. 


Deductions: Depletion: Dump v. mine.— 
Taxpayer Chicago Mines Company was a 
wholly-owned subsidiary of taxpayer The 
London Extension Mining Company; both 
taxpayers were Colorado corporations. Lon- 
don had a half interest in three mining claims, 
upon one of which a mine was located. 
Waste and low grade ore had been dumped 
on the claims by a prior lessee, and London 
secured the lease under which the mine had 
been operated and the dump accumulated, 
subsequently leasing the dump to Chicago 
on a royalty basis. The Chicago company 
now seeks a deduction for depletion on its 
operation of the dump, and the London com- 
pany seeks a similar deduction on its royal 
ties. The court denies deductions to both 
taxpayers because the dump is not a “mine” 
to either, and the corporations are separate 
entities. 

Subsequently, London operated the dump 
itself, but is denied a deduction for depletion 
for that period, since the dump is not a 
mine. 


The London company operated the under- 
ground mine ata loss during part of the time 
Chicago was operating the dump and it 
(London) was operating the dump. It is 
held that the mine and the dump are separate 
properties, and that London may not deduct 
depletion based upon net income arrived at 
by adding profit from the dump to the loss 
from the mine. Chicago Mines Company 7 
Commissioner; London Extension Mining 
Company, Transferee of Chicago Mines Com 
pany v. Commissioner; London Extension Min 
wg Company 7. CCH Dec 
15,462. 


Commissioner, 


Deductions: Depreciation: Leased prop- 
erty: Lessor.—Taxpayer Catherine B. Cur- 
rier’s father leased certain realty for 75 years 
from August 1, 1908, upon which the lessee 
constructed a building in 1911 having an 
estimated life of 50 years. The lessee agreed 
to “keep said buildings, fixtures and im- 
provements in good and tenantable condition 
and repair, and upon the expiration or other 
sooner determination of this lease [to] vield 
up the demised premises and all buildings 
and improvements thereon . . . in first 
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class condition and repair.” ‘The lessor cre- 
ated a testamentary trust of which taxpayer 
Catherine B. Currier was one of the life 
beneficiaries, and she and taxpayer Charles 
3ertram Currier, her husband, claimed a 
depreciation deduction on the building o1 
their joint tax return for 1941. The court 
atirms the principle that the basis of prop 
erty acquired by devise is the fair market 
value on the date of acquisition, and holds 
that, on the evidence, the fair market value 
of the building here involved was $250,000 
at that time. The court further holds that 
the lessee’s obligation (quoted, supra) was 
to return the same building, not a new one, 
and that therefore taxpayer Catherine B. 
Currier’s interest ‘will suffer loss from de- 
preciation, and the deduction is allowed, 
according to the remaining useful life oi 
the building and the share of the total 
depreciation attributable to taxpayer Catherine 
B. Currier’s interest. Charles Bertram Cur 
rier and Catherine B. Currier, Husband and 
Wife v. Commissioner, CCH Dec. 15,421. 


Determination of gain or loss: Valuation 
of contracts: Annuity contracts.—On De- 
cember 9, 1941, taxpayer, on the cash basis, 
transferred to each of her four children 
certain securities in consideration of eacl 
ot them agreeing to pay her a specified sun 
each year during her life, starting with the 
year 1942. The basis to taxpayer of the 
securities transferred was $102,223.78, anc 
their fair market value on the date of trans 
fer was $96,768.52. The Commissioner de 
termined a deficiency, and the court holds 
that there was no taxable gain for 194! 
whether the transaction be treated as a sak 
or exchange of securities, or as the purchas: 
of an annuity, since the fair market value o1 
the date of transfer was less than taxpayer’s 
basis, and no payments under the contracts 
were received in the taxable vear. Bella 
Hommel v. Commuisstoner, CCH Dee. 15,424 


Estate tax: Charitable bequests: Approved 
by state court.—Decedent, who died a resi 
dent of Pennsylvania in 1942, made bequests 
to charitable organizations. As his deatl 
occurred within 30 days of the executio1 
of his will, the bequests were ineffectiv« 
under Pennsylvania law. However, his heirs 
and residuary legatees consented to the pay 
ment of the bequests by the executor unde: 
the will. Where the probate court having 
jurisdiction held that the bequests were valid 
and ordered them paid out of the estate, 1 
was held that the distributions were mad 
under decedent’s will and the amounts there- 
of were deductible as charitable bequests 
under Internal Revenue Code Section 812(d) 
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Vfarine Nattonal Bank of Erie, Executor of 
‘he Estate of William A. Carey, Deceased v. 
‘ommissioner, CCH Dec. 15,394. 


Capital gains and losses: Sale or exchange: 
Form of obligation.—Taxpayers held install- 
1ent investment certificates of a California 
uilding and loan association, which became 
artially worthless in 1941. The certificates 
vere numbered, and stated that they were 
‘transferable only on the books of the asso- 
iation. Taxpayers seek to deduct the loss 
is a bad debt or as an ordinary loss in 1941, 
ut the court holds that the certificates were 
‘in registered form” within the meaning of 
ode Sec. 23 (k), and that the loss is there- 
fore a capital loss, subject to the limitations 
thereon. Estate of Clara E. Martin, Deceased, 
Irving Martin, Sr., and F. A. Eckstrom, Ex- 
scutors v. Commissioner; Irving Martin, Sr., 
Commissioner; Stockton Daily Record v. 
»mmissioner, CCH Dec. 15,449. 


Estate tax: Transfer conditioned on sur- 
vivorship: Express possibility of reverter.— 
Decedent in 1921, 1924 and 1925 conveyed 
ertain property to three irrevocable trusts, 
reserving to himself and his wife the income 
‘or life with income payable upon his death 
and the death of his wife to his daughter 
and upon her death to his grandson. The 
trusts were to continue for the lives of his 
jaughter and his grandson, and the trusts 
orovided that upon their termination, if he 
were still living, the corpus should revert 
to decedent; but in case decedent or his 
vite did not survive the daughter and grand- 
son, the trust corpus was to be paid to the 
hildren of the said grandson then surviving; 
but if said grandson left no child then sur- 
viving, the corpus was to be paid to the four 
nieces of decedent’s wife in equal shares. 
Held, the facts show a survivorship case 
ind the value of the corpora of the three 
‘trusts at decedent’s death is includible in 
lecedent’s gross estate under section 811 
c), Internal Revenue Code. Estate of John 
’ Duncan, 6 T. C. 84, CCH Dec. 14,936, 
followed. Nattonal City Bank of New York, 
1s Trustee under an agreement with Charles 
F. Loudon, dated October 4, 1921, et al. v. 
‘commissioner, CCH Dec. 15,303. 


Items not deductible: Legal expenses to 
procure release from military service.—Tax- 
payer, an individual, is a partner in the Auto- 
matic Switch Company, a business requiring 
professional engineering training, which tax- 
payer has. An officer in the Naval Reserve, 
taxpayer was ordered to permanent active 
luty on April 15, 1941, as a result of which 
the partnership business suffered. Taxpayer’s 
wife, on behalf of the partnership, hired 
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attorneys in May, 1941, to procure taxpayer’s 
release from the Navy. The attorneys’ efforts 
succeeded in obtaining taxpayer’s release in 
September, 1941, for which taxpayer’s wife 
paid the attorneys $2,200 by partnership 
check. In his 1941 return, taxpayer deducted 
the $2,200 as an ordinary and necessary 
business expense. The court holds that the 
sum is not so deductible, however, on the 
grounds that the expense was incurred in 
order to free taxpayer from a situation, per- 
sonal in nature, in order to enable him to 
engage in business) Robert S. Seese v. Com- 
missioner, CCH Dec. 15,407. 


Gift tax: Income tax findings res judi- 
cata as to gift question.— The Commissioner, 
having won income tax cases upon a finding 
that there were no completed gifts made by 
the petitioners to their wives by a transac- 
tion of October 1, 1940, can not be heard 
to say, in a gift tax proceeding involving 
the same parties, that there were valid com- 
pleted gifts made in those transactions. Ernest 
Strong v. Commissioner; Joseph W. Grant v. 
Commissioner, CCH Dec. 15,415. 


Excess profits tax: Borrowed invested 
capital: Contract advances: Necessity of 
formal evidence of indebtedness: Loans dis- 
tinguished.—The Commissioner eliminated 
from taxpayer’s invested capital the sum of 
$281,372.87, which represented 50 per cent 
of the average daily balance of advances 
made to it by the United States government 
under the terms of four separate construc- 
tion contracts entered into in 1942 and 1943. 
Under the contracts interest of 2% per cent 
per annum was payable on the unliquidated 
balance of the advanced payments outstand- 
ing, such interest being deductible from the 
fixed amounts payable to taxpayer. Repay- 
ment of advances could be made either by 
crediting reimbursable costs against the un- 
paid balance due the government or by cash 
payment, or in the event of termination or 
completion of the contracts by deduction 
from payments due taxpayer. All advance 
payments, together with funds received as 
reimbursements for costs or as partial pay- 
ments, were deposited in separate, special 
accounts in a bank, to be drawn upon only 
upon a countersignature of a government 
representative. Taxpayer treated the advances 
as liabilities under item 10(a) of Schedule 
L on return Form 1120. It was held that, 
since no document was executed technically 
answering to the statutory description of a 
bond, note, mortgage, etc., the transactions 
in question could not give rise to the existence 
of borrowed capital for purposes of Code 
Sec. 719. Moreover, it was found that, grant- 
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ing that the advances had in some degree 
aspects of indebtedness, they were carefully 
distinguished by the parties from ordinary 
loans. West Censtruction Company v. Com- 
missioner, CCH Dec. 15,420. 


TAX COURT— 
MEMORANDUM OPINIONS 


Deductions: Salary to wife in family cor- 
poration: Reasonableness.—The Commis- 
sioner’s disallowance of $2,100 of a claimed 
deduction of $2,600 for salary paid the treas- 
urer of taxpayer was sustained by the Tax 
Court. Taxpayer was a corporation organ- 
ized to hold title to the residence occupied 
by a husband and wife, the holders of all 
the stock except 3 shares, and to a factory 
property occupied by another corporation, 
most of the stock of which was owned by 
the above persons, the wife being the treas- 
urer mentioned. The record did not show 
what she did to justify a salary of $2,500. 
Biljac Holding Corporation v. Commissioner, 
CCH Dec. 15,432(M). 


Individual returns: Removal of domicile 
to Texas: Intention as factor: Evidence of 
retention as controlling.—For the years 1939 
through 1943, taxpayer’s returns, except for 
1941, were filed on the basis of his distribu- 
tive share of the income of a partnership 
being his separate property. For 1941, tax- 
payer and his wife filed separate returns in 
which each reported as community income 
one-half of his distributive share of partner- 
ship income which was his sole source of 
income for that year. In 1939 taxpayer and 
his family moved to Houston, Texas, to 
manage the partnership operations of a bottling 
business founded, and principally carried on, 
at Youngstown, Ohio, and for several years 
prior thereto taxpayer was manager of a 
branch of the enterprise in the area of 
Canton, Ohio, and resided in Akron, Ohio. 
Owing to the illness of another partner in 
charge of operations at Youngstown, tax- 
payer returned to that place with his wife 
early in 1942, but in December 1944 returned, 
with his family, to Houston, where he re- 
sumed the management of the partnership 
branch and where he has since purchased a 
house. Although taxpayer declared his in- 
tention to reside in Houston permanently, 
the evidence showed that he lived there in 
rented quarters all the time until his return 
to Youngstown in 1942, although during his 
26 month’s residence in Houston he had 
joined a fraternal organization there and 
was affiliated with a Houston church, mean- 
while retaining his membership in a church 
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of the same faith in Youngstown. He en- 
gaged in other extensive activities in Youngs- 
town upon his return not related to the 
affairs of the partnership. It was held that 
mere evidence alone of residence in the new 
place was neither conclusive nor sufficient 
to prove a change of domicile. Accordingly, 
the Commissioner’s determination that the 
entire amount of taxpayer’s distributive share 
of partnership profits for 1941 is taxable to 
him was sustained. Joseph Darsky v. Com- 
missioner, CCH Dec. 15,434(M). 


Items deductible: Unpaid expenses: Con- 
structive payment: Financial condition of 
taxpayer.— Taxpayer, a corporation, accrued 
on its books amounts due its president as 
salary. However, taxpayer’s president re- 
quested payment irregularly, and there were 
unpaid balances on taxpayer’s books of 
$2,075 and $9,977.70 at the close of the fiscal 
years ending November 30, 1941, and No- 
vember 30, 1942, respectively. On these 
dates, taxpayer had cash deposits of $2,591.21 
and $1,462, respectively, but its credit was 
of such a nature that it could easily have 
borrowed sufficient cash to pay its president 
in full. Taxpayer’s president reported the 
amounts accrued but unpaid as income dur- 
ing his corresponding taxable years, and 
taxpayer deducted these amounts as ex- 
penses during its fiscal years. The court 
allows the deduction, holding that taxpayer’s 
financial condition was such that the unpaid 
balances were constructively received by 
taxpayer’s president. Ringgold Corporation 
v. Commissioner, CCH Dec. 15,422(M). 


Deductions: Nonbusiness expenses: Main- 
tenance of property held for production of 
income: Appropriation of property to in- 
come-producing purposes from personal use: 
Evidence.—Taxpayer, an individual, bought 
a cabin cruiser in 1937. He was dissatisfied 
with it and offered it for sale immediately, 
but it was not sold until 1943 or 1944. In his 
income tax return for 1941, he deducted 
maintenance expenses and depreciation on 
the boat, contending that it was property 
held for the production of income, under Sec. 
23(a)(2). The court denies the deductions 
on the ground that there was insufficient 
evidence of conversion or appropriation from 
personal use to income-producing property. 
George W. Ritter v. Commissioner, CCH Dec. 
15,418(M). 


Excess profits tax: Abnormalities in tax- 
able period: Receipt of contingent deferred 
payments: Increase of base period income.— 
Under a plan in 1939 between A and B, 
both organized as non-profit corporations to 
represent their members in relations with 
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labor, it was agreed, with the consent of the 
members, that a surplus of A, amounting to 
$145,000, which had accumulated from dues 
and assessments, should be transferred to 
B to be used by it to carry on its own 
activities, but on condition that B should 
repay the fund directly to the members of 
A in accordance with their proportionate 
interest therein, whenever B’s directors deemed 
it advisable and practical. If any member 
of A ceased to be a member, its share of 
the repayment would revert to A. Taxpayer, 
a member of both A and B, received amounts 
from B under the agreed plan in 1941, 1943 
and 1944,—the total amount aggregating 
$5,499.24. Although it was on the accrual 
basis, taxpayer did not accrue that amount 
in 1939, but reported each payment as in- 
come when received. Subsequently it claimed 
to be entitled to the benefit of such accrual 
in 1939, thus increasing the income of the 
base year in the computation of its excess 
profits tax liability. The Tax Court held, 
however, that, although the amount to be 
received was fixed, repayment of the amount, 
construed to be a loan by B, was attended 
with such contingency and uncertainty that 
it cannot be said the payments received 
accrued in 1939. Taxpayer’s alternative claim, 
however, that the payment received in 1941 
was abnormal income which should not have 
been included in excess profits net income 
for that year, and that as a result its unused 
excess profits credit carry-over for 1942 is 
understated, was upheld. San Francisco 
Stevedoring Company v. Commissioner, CCH 
Dec. 15,411(M). 


Deductions: Expenses: Compensation for 
personal services: Commissions.—Taxpayer, 
a corporation, entered into a contract with 
one McCarty in 1940, whereby McCarty 
acted as a salesman of taxpayer’s amuse- 
ment devices at a ten per cent commission. 
A substantial portion of the sales made by 
McCarty were to the United States Navy, 
after competitive bids, and the Commissioner 
has disallowed the compensation paid by 
taxpayer to McCarty for the fiscal year 
ending November 30, 1942, because McCarty 
used personal influence in obtaining the Navy 
contracts. The court allows the deduction, 
since the Commissioner has not proved his 
allegations of personal influence, and the 
competitive bid feature of the contracts 
negates that suggestion. 


With reference to other competitive bid 
contracts, the Commissioner contends that 
the commissions were not necessary, but the 
court permits deduction of the commissions 
resulting from the sales, since McCarty’s 
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services included furnishing to taxpayer in- 
formation which permitted it to submit bids. 
Spillman Engineering Corporation v. Commis- 
sioner, CCH Dec. 15,465(M). 


Estate tax: Transfer with income and 
power to revoke retained: Trust in connec- 
tion with property settlement agreement.— 
Upon the death of decedent’s wife, who 
predeceased him, a dispute arose between 
decedent and the children as to the disposi- 
tion to be made of the wife’s interest in a 
trust estate. Decedent claimed that he was 
an heir-at-law of his wife and entitled to 
share in the distribution of her interest. The 
Minnesota District Court, in a contested 
proceeding, ruled in favor of decedent’s con- 
tention. Under the terms of a settlement 
agreement between the parties, entered into 
in 1934, the children agreed not to appeal 
from the ruling in consideration of decedent’s 
transfer in trust of the disputed property. 
The income was to be paid to decedent for 
life, with remainder over to the children. 
The Court held that the property was wholly 
owned by decedent at the time of the trans- 
fer, and was taxable as the subject of a 
transfer to take effect at death, under Code 
Sec. 811 (c), and by reason of decedent’s 
reservation of a right to revoke with the 
consent of the majority of the children, 
under Code Sec. 811 (d). Estate of Whitney 
Waterman, Deceased, Security-First National 
Bank of Los Angeles, Executor v. Commis- 
sioner, CCH Dec. 15,328(M). 


RULINGS 


Income of community property estate: 
Taxability to estate or surviving spouse.— 
That part of the income received during the 
period of administration by the estate of a 
deceased husband, who died while domiciled 
in California, which is derived from the sur- 
viving wife’s share of community property 
acquired by the community on or after July 
29, 1927, the effective date of Section 161 (a) 
of the Civil Code of California, is taxable to 
the wife for federal income tax purposes. 
G. C. M. 25008, 1946-20-12410 (p. 3). 


Wash sales: Transaction in substantially 
identical stock by partnership and partner- 
ship members.—Where a partnership sells 
stock at a loss, and within 30 days before 
or after the date of the sale, an individual 
partnership member acquires, or contracts 
or options to acquire, substantially identical 
stock with his own funds, the wash sale pro- 
visions of Code Sec. 118 apply to him. Spe- 
cial Ruling, October 11, 1946. 
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STATE TAX 


ALABAMA 





January 1 

Alcoholic beverages licenses of wholesalers 
and distributors expire. 

Automobile dealers’ reports due. 

Domestic and foreign corporations’ fran- 
chise tax reports due. 

Property taxes and returns due. 

Sleeping car companies’ privilege taxes 
due, 


January 10—— 


Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 


January 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 


January 20-—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax report and 
payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Property tax returns, when assessor makes 
demand, due. 

Quarterly reports and taxes from users of 
carbonic acid gas for beverages due. 

Quarterly reports and use taxes from ven- 
dors or consumers due. 

Sales tax reports and payments due, 





January 30 
Annual sales reports due. 
Quarterly reports and payments from for- 


ests, products manufacturers and pro- 
ducers due. 


ARIZONA 
January 1 


Insurance business license taxes due. 
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CALENDAR 


First Monday 


Property tax returns due on ten days’ de- 
mand and lien of property tax attaches 





January 5—— 


Alcoholic beverages licensees’ reports dix 


January 10—— 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 





Second Monday: 
Tax due on unsecured personal property 


within $200 value. 
January 15—— 


Gross income reports and payments due 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


January 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


January 30—— 


Gross income tax-annual return due. 


ARKANSAS 





January 1 


Motor vehicle operators’ and chauffeurs’ 
registration fees due. 


January 10—— 


Alcoholic beverages consumers’ sales taxes 
due. 

Cigarette reports due. 

Motor fuel carriers’ reports due. 

Natural resources severance tax report 
and payment due. 


January 15—— 

Alcoholic beverages reports due. 

First day to file public utility operating re- 
port. 

Oil and gas reports and payments due. 

Public utilities required to pay to State 
Treasurer gross earnings fees equal to 
%Z of amount of fees paid during the 
previous year. 


January 20—— 


Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
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January 25—— 
General gasoline taxes and reports due. 
Motor vehicle report on fuel brought into 
state due. 
























CALIFORNIA 
January 1—— 








Common carrier distilled spirits tax re- 
port and payment due. 

Gasoline tax report and payment due. 

Los Angeles annual gross receipts license 
tax statement and fee due. 

Motor carriers subject to the Highway 
Carriers’ Act or City Carriers’ Act are 
required to re-register their permits 
with the Railroad Commission. 

Motor vehicle registration fees due. 

Railroads, express companies, freight for- 
warders, operators of vessels, motor 
transportation brokers and motor car- 
riers file quarterly report of gross oper- 
ating revenue and pay fees to Railroad 
Commission. 

Railroad, steam and express corporations 
receiving and transmitting money 
foreign countries file certificates. 
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January 10—— 


Petroleum and _ natural 
monthly reports due. 
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January 15—— 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Los Angeles sales and use tax returns 
and payments due. 
Motor fuel importers’ reports due. 
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January 20—— 








Non-beverage alcohol reports due, 

Sales and use tax quarterly returns and 
payments due. 

Use fuel tax report and tax due. 


Last half of real property taxes (except 
in certain cities and irrigation districts) 
due. 

Mortgage insurers’ monthly reports due. 

Motor carriers’ gross receipts tax due. 


January 30—— 


County and foreign mutual fire insurers’ 
reports due. 





COLORADO 
January 1 
Chain store tax license application and 
tax due. 
January 5—— 


Alcoholic beverage manufacturers’ reports 
due. 
Motor carriers’ tax due. 


January 10—— 


Motor carriers’ reports due. 


January 15—— 

Coal mine owners’ quarterly inspection tax 
payment due. 

Coal mine owners’ reports due. 

Producers of gold, silver, lead or copper 
statements due. 

Sales tax reports and payments due. 

Use tax reports and payments due. 


January 25—— 
Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payments due. 


January 31—— 


Coal mine owners’ annual report due, 


CONNECTICUT 





January 1 
Gasoline tax due. 


January 10 
Cigarette tax report due. 


January 15—— 


Gasoline and use fuel tax reports due. 


January 20-—— 


Alcoholic beverage tax return and pay- 
ment due. 
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DELAWARE 
January 1 
Quarterly installment of railroad tax due. 


First Tuesday: 
Franchise tax reports due. 


January 15—— 


Filling stations’ gasoline tax reports due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 


January 30 


Fourth installment of personal income tax 
due. 


January 31 


Carriers’ reports due. 
Distributors’ gasoline tax report and pay- 
ment due. 


DISTRICT OF COLUMBIA 
January 1 
Annual corporation license due. 


January 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic bever- 
ages due. 


January 15—— 


Tax on beer due. 


January 25 


Gasoline tax report and payment due. 


FLORIDA 
January 1 


Motor transportation companies’ reports 
and taxes due. 

Sleeping and parlor car company gross 
receipts reports and taxes due. 


January 10 


Agents’ and wholesalers’ cigarette tax 
reports due. 
Manufacturers’ and distributors’ alcoholic 


beverages reports and taxes due. 


January 15—— 


Gasoline sales, use and storage reports 
and taxes due. 

Transporters’ and carriers’ alcoliolic bev- 
erages reports due. 
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January 25—— 


Oil and gas severance reports and taxes 
due. 


GEORGIA 
January 1 


Business registration due. 
Franchise tax report and payment due. 


January 10—— 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


January 15—— 


Malt beverage tax report due. 


January 20—— 


Gasoline tax report and payment due. 


IDAHO 
January 1 


Chain store licenses renewable. 


January 15—— 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 
ports due. 
Electric generating companies’ kilowatt 
hour statement and tax payment due. 
Fuel dealers’ reports and tax payments 
due. 

Gasoline dealers’ tax report and payment 
due, 

Public utilities’ statement and tax due. 


January 31 


Beer tax, additional, due. 


ILLINOIS 
January 10—— 


Insurance surplus 
due. 
Motor carriers’ mileage tax due. 


line brokers’ reports 


January 15—— 


Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 
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January Zo — 


Gasoline tax report and payment due. 





January 31 


Gasoline transporters’ tax report due. 


INDIANA 





January 1 
Alcoholic vinous beverage tax due. 
January 15—— 


Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


January 20—— 


Bank share tax report and payment due. 
Building and loan associations’ intangibles 
tax reports and payments due. 


January 25—— 


Gasoline tax report and payment due, 








January 31 
Gross income tax returns and payment 
due. 
IOWA 
January 1 


Annual corporation report and fee due. 

Motor carrier compensation tax due. 

Railroads report of lines built or com- 
pleted due. 


First Monday 





General property taxes (first half) due. 
January 6—— 


Cold storage plants quarterly return due. 





January 10 


Carriers’ gasoline tax reports due. 

Cigarette vendors’ reports due. 

Class “A” permittees’ beer tax report and 
payment due. 


January 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Last day to file quarterly retail sales tax 
return and pay the tax. 
Use tax returns and payments due. 
January 25—— 


Domestic corporation’s 
stock report due. 


State Tax Calendar 


annual capital 








January 30—— 


License fees payable by passenger busses 
in cities of 125,000 due. 


KANSAS 
January 5—— 


Cigarette distributors’ reports due. 


January 10—— 


Alcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 

Malt beverage dealers’ reports and taxes 
due. 

Reports of stamps transferred to retailers 
due from wholesale cigarette dealers. 


January 15—— 


Carriers’ gasoline and fuel use tax reports 
and fees due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 

Oil inspection reports and fees due to the 
State Corporation Commission. 





January 20 


Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 


January 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
January 1 





Last day for renewal of certificates and 
permits by motor carriers. 


January 2 





Last day for chain stores to file report 
and pay tax. 
Property taxes on distilled spirits due. 


January 10—— 


Amusement and entertainment report and 
tax due. 

Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


January 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 
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January 20—— 


Oil production tax report and payment 
due. 


January 31 


Annual return 
agent due, 
Dealers’ and transporters’ 
report and payment due. 
Life insurance premiums tax returns and 

payment due. 


of income-tax withholding 


gasoline tax 


LOUISIANA 
January 1—— 


Tobacco wholesalers’ reports due. 


January 10—— 


Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


January 15—— 


Alcoholic beverage carriers’ reports due. 

Intoxicating liquor manufacturers’ and 
dealers’ reports due. 

Lubricating oil carriers’ reports due. 

Tobacco report due 


January 20—— 


Alcoholic beverage reports and taxes due. 

Bank reports due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax re- 
ports and payment due. 

Sales and use tax report and payment due. 


January 31 


Gas gathering tax report and payment due. 
Pipe lines report and payment due. 
Severance tax reports and payments due. 
Utilities license tax reports due. 


MAINE 
January 10 


Malt beverages manufacturers’ and whole- 
salers’ reports due 


January 15—— 


Use fuel tax report and payment due. 


January 31 


Gasoline tax report and payment due. 
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MARYLAND 
January 1—— 


Returns of property subject to assess 
ment by Tax Commission due. 


January 5—— 


Public passenger motor 
of excess operations due. 


vehicle report 
January 10—— 


Admissions tax payment due. 
Brokers’ reports of unauthorized insur- 
ance due. 


January 31 


Beer tax report and payment due. 

Gasoline tax report and payment due. 

Report of purchasers of cargo lots of 
motor fuel due, 


MASSACHUSETTS 
January 10—— 


\leoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


January 20—— 


Cigarette distributors’ tax 
payment due. 


report and 


January 31—— 


Motor fuel tax report and payment due. 


MICHIGAN 
January 1—— 


Gasoline wholesale distributors’ licenses 
expire. 

Motor vehicle dealers’ licenses expire. 

Oil and gas producers’ severance tax and 
reports due. 

Returns of public utilities paying specific 


taxes due between Jan. 1 and Feb. 15. 


January 5—— 


Carriers’ gasoline tax report and payment 
due. 


January 10—— 


Common and contract carrier report and 
fees due. 


January 15—— 


Sales and use tax reports and payments 
due. 
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January 20—— 

Distributors’ gasoline tax report and pay- 
ment due. 

Last day to make gas and oil severance 
tax report and payment. 







MINNESOTA 
January 10—— 


Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage reports due. 







January 15—— 


Interstate motor carriers’ mileage tax due. 







January 23 








Distributors’ gasoline tax report and pay- 
ment due. 

Special use fuel tax report and payment 

due. 





















MISSISSIPPI 
January 1 
Chain store tax due (30 days’ grace al- 
lowed). 





Oyster inspection and shrimp tax due. 





January 5—— 
Factories’ reports due. 







January 10—— 
Admissions tax reports and payment due. 


January 15—— 


Alcoholic beverages reports due. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


































January 25—— 
Oil severance tax and report due. 











January 30—— 
Sales tax annual report due. 














January 31—— 


End of grace period for payment of chain 
store tax. 























MISSOURI 
January 5—— 
Non-intoxicating beer permittees’ report 
due. 



























State Tax Calendar 





January 15—— 


Alcoholic beverage report due. 
Retail sales tax reports and payment due. 


January 25—— 


Use fuel tax report and payment due. 


MONTANA 
January 15—— 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 


January 20—— 


Reports of producers, transporters, deal- 
ers and refiners of crude petroleum due. 


January 25—— 


Pipe line companies’ annual reports due. 


January 30—— 


Carbon black producers’ reports and li- 
cense taxes due. 

Cement producers’, importers’ and deal- 
ers’ reports and payments due. 

Coal mine operators’ and retail dealers’ 
reports and payments due. 

Natural gas distributors’ reports and pay- 
ment due. 

Oil producers’ additional tax reports and 
payments to the Oil Conservation Board 
due. 

Oil producers’ regular tax reports and 
payment to the State Board of Equaliza- 
tion due. 

Telegraph companies’ reports and pay- 
ment due. 


NEBRASKA 
January 5—— 


Grain warehouse operators’ reports due. 


January 10—— 


Employment agencies’ reports due. 


January 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 

All monthly motor vehicle fuel tax re- 
ports and payments due. 

Gasoline sales and use tax reports and 

payments due. 


and 
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NEVADA 
January 10—— 


Liquor reports of out-of-state vendors due. 


January 15—— 


Gasoline carriers’ tax report due. 
Liquor reports of importers and manu- 
facturers due. 


January 25—— 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


January 31 


Mines semi-annual statement of net pro- 
ceeds due. 


NEW HAMPSHIRE 


January 10—— 
Alcoholic beverages reports due; permit- 
tees’ payment due, 
Unlicensed fire insurance companies’ 
agents’ monthly reports due. 


January 15—— 


Use fuel tax report and payment due. 


January 31—— 


Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 


NEW JERSEY 


January 1—— 


Gasoline dealers’ license must be renewed. 


January 10—— 


Banking institutions are required to file 
reports. 

Municipalities’ busses’ gross receipts re- 
port and tax due. 

Municipalities’ jitneys’ gross receipts re- 
port and tax due. 

Report and excise tax on interstate busses 
due. 


January 31—— 


Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 
ment due. 


1234 


NEW MEXICO 
January 1 


Lien date for oil and gas production taxes. 
Merchants’ license tax due. 


January 15—— 


Fourth installment of income tax due. 

Occupational gross income tax reports 
and payment due. 

Oil and gas conservation report and pay- 
ment due. 

Return of bank shares by bank officers 
due. 

Severance tax and report due, 


January 20-— 


First quarterly installment of electric, gas, 
water and steam companies’ gross re- 
ceipts fee due. 

Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 

Reports and fees of cigarette retailers sup- 
plying common carriers due. 


January 25 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


January 30—— 


Oil and gas production tax reports due. 


NEW YORK 
January 15 


Business corporation franchise tax install- 
ment due. 

Last quarter installment of personal in- 
come tax due. 


January 20 


Alcoholic beverage taxes and reports due. 

New York City compensating use tax and 
report due. 

New York City hotel room occupancy tax 
and report due. 

New York City retail sales tax and report 
due. 


January 25—— 


New York City conduit companies’ taxes 
and reports due. 

New York City public utility excise re- 
turns and payments due. 


January 31 


Gasoline tax reports and payment due. 
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January 1 


January 31 


January 10 


January 15 


State Tax Calendar 


NORTH CAROLINA 





Building and loan associations domestic 
list due. 

Property assessed and listed as of this 
date and lien attaches. 


January 10—— 


Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional tax and re- 
ports due. 


January 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


January 20—— 


Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 

Gasoline and other motor fuels taxes and 
reports due. 





Banks, banking associations and trust 
companies’ county tax list due. 

Last day to renew motor vehicle regis- 
tration. 

Telephone, electricity, gas, street railway, 
sewerage and water corporations’ re- 
ports and tax due. 


NORTH DAKOTA 


January 1—— 


Motor vehicle registration due. 
Oil inspection reports due. 





Cigarette distributors’ tax due. 





Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due, 
Liquor transaction invoices and tax due. 


January 20-—— 


Sales and use tax quarterly return and 
payment due. 


January 25—— 


Use fuel tax reports and payment due. 


January 31 





Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 
January 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 


January 15—— 


Use tax reports and payments due. 
Use tax report on cigarettes due. 
Utilities’ excise tax due. 





January 20 


Dealers’ gasoline tax reports due. 





January 31 


Carriers’ gasoline tax report due. 

Employer’s annual return of Toledo In- 
come Tax due. 

Gasoline tax due. 

Sales tax semi-annual report and tax due. 





OKLAHOMA 
January 1—— 


Excise tax on petroleum and report due. 

Operators’ and chauffeurs’ license renew- 
als due. 

Property tax, first half, delinquent. 

Reports from oil and gas purchasers due. 

Used car dealers’ licenses due. 


January 5—— 


Reports from mines, other than coal, due. 





January 10 


Airports’ gross income report and tax due. 

Cigarette tax reports due. 

Coin-operated music boxes reports and 
tax due. 

Non-intoxicating alcoholic beverage re- 
ports and payment due. 


January 15—— 


Gasoline dealers’, retailers’ and carriers’ 
reports due. 

Inspection tax on petroleum products and 
report due. 

Quarterly returns and payments of sales 
taxes when monthly tax does not ex- 
ceed $5. 

Sales tax reports and payment due. 

Tobacco products reports due. 























January 20—— 


Coal mine operators’ report due. 

Fuel use tax report and payment due. 

Gasoline distributors’ reports and payment 
due. 

Use tax reports and payment due. 


January 21 
Bridge companies’ reports due. 
Mining and manufacturing corporations’ 
industrial reports due, 
January 30—— 
Cotton manufactories’ gross production 
quarterly returns and taxes due. 
January 31—— 


Automobile registrations due. 

Fur dealers’ reports due. 

Oil, gas and mineral gross production re- 
ports and payment due. 


OREGON 
January 1—— 


Special motor carriers’ monthly fees due. 


January 10—— 


Last quarterly installments of personal 
and excise (income) taxes due. 

Oil production tax reports and payment 
due. 


January 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


January 25—— 


Gasoline tax payment and reports due. 


PENNSYLVANIA 
January 10—— 


Malt beverages reports due. 
Report of importers of spirituous and 
vinous liquors due. 
January 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


January 31—— 
Gasoline tax reports and payment due. 
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RHODE ISLAND 
January 10—— 


Manufacturers’ alcoholic beverage report 
due. 
Tobacco product tax reports due, 


January 15—— 


Gasoline distributors’ monthly report and 
tax due. 


January 31 


Gift tax return due. 


SOUTH CAROLINA 
January 1 


Alcoholic beverage permit fees due. 
Manufacturers’ statement of value of ar- 
ticles purchased, received, etc. due. 

Motor bus and truck line fees due. 

Property tax returns of timber and tim- 
ber rights due. 

Statement by every person of personal 
property possessed or under his con- 
trol due. 


January 10—— 


Admissions tax report and payment due. 

Alcoholic liquor wholesalers’ report due. 

Beer and wine wholesalers’ report due. 

Power tax and report of public utilities 
due. 

Soft drink tax report and payment due. 


January 20 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
January 30—— 


Last day to file insurance brokers report. 


January 31—— 


Return of personal assets of transporta- 
tion and telegraph companies due in 
January or before lst day of March. 


SOUTH DAKOTA 
January 1—— 
Public grain warehouse reports due. 
Tax on motor carriers of pasengers due. 
January 10—— 


Employment agency reports due. 
Interstate motor carriers’ reports 
taxes due. 


and 
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January 15—— 


Alcoholic beverage reports due. 

Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 

Sales and use tax reports and payments 
due. 

Use fuel tax reports and payments due. 







January 20—— 


Passenger mileage tax due. 









January 31 





Severance tax quarterly report and pay- 
ment due. 






TENNESSEE 
January 10—— 


Barrel tax on beer due. 

Carriers’ gasoline tax report due. 

Carriers of use fuel report due. 

Last day to make alcoholic beverages re- 
port. 










January 15—— 


Users of fuel file report. 











January 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 









TEXAS 





January 10—— 


Cigarette distributors’ and solicitors’ re- 
ports cue. 








January 15—— 


Tax remittance and report due from oleo- 
margarine dealers, 








January 20—— 


Gasoline taxes and reports due. 

Motor fuel tax report and payment due. 

Oil and gas well services reports and gross 
receipts tax payments due. 

Users of liquified gases and liquid fuel 
tax reports and payment due. 










January 25—— 


Carbon black production tax report and 
payment due. 

Oil production tax reports and payment 
due. 

Tax reports and payments due on prizes 
and awards of theatres. 


State Tax Calendar 











January 31 





Natural gas production tax and report 
due. 
Oil carriers’ report due. 


UTAH 
January 10—— 
Carriers’ reports of use fuel deliveries due. 


Monthly report of dealers and manufac- 
turers of alcoholic beverages due. 


January 15—— 


Sales and use taxes and returns due. 
Use fuel tax report and payment due. 


January 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 


January 10-—— 
Alcoholic beverage tax reports and pay- 
ment due. 


Quarterly local property tax installment 
due. 


January 15—— 


Electric light and power companies’ re- 
port and tax due, 

Last quarterly installment of personal and 
corporate income (franchise) taxes due. 


January 20—— 


Alcoholic beverage manufacturers’ returns 
due. 


January 31 


Annual list of stockholders to be filed 
with Commissioner of Taxes. 

Gasoline tax reports and payment due. 

Sleeping car, parlor, dining, stock, re- 
frigerator, fast freight and car loaning 
company taxes due. 





VIRGINIA 


January 1 





Assessment date for franchise tax on do- 
mestic corporations and fee for foreign 
corporations. 

Assessment date for property taxes. 

Business license taxes generally renew- 
able. 


January 10—— 
Reer dealers’, bottlers’, and manufacturers’ 
reports due. 
Merchants’ reports due. 





January 15—— 
Motor vehicle carriers’ 
tax appraisal due. 
Reports of motor fue! used by carriers 
due. 


January 20—— 


Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


reports and road 


January 31 


Gasoline tax reports and payment due. 


WASHINGTON 


January 1 
Report of cutting of forest crop on re- 
forestation lands due. 
Water power report and license fees due. 


January 10—— 
Brewers’, distillers’, manufacturers’ 
wineries’ reports due. 
Motor fuel import reports due. 


January 15—— 

Auto transportation companies’ reports 
and fees due to Department of Public 
Service. 

Butter substitutes 
due. 

Cigarette reports due. 

Compensating tax and return due. 

Gross income (occupation) tax and return 
due. 

Public utility 
return due. 

Report of classified forest crop harvesting 
permittees due. 

Retail sales tax and return due. 


and 


reports and payment 


gross operating tax and 


January 20 
3utterfat tax due. 


Use fuel tax reports and payment due. 


January 25 


Gasoline tax reports and payment due. 


WEST VIRGINIA 


January 1 
Alcoholic beverage, 
fees due. 

Chain store license renewals due. 
Property tax returns from corporations 
and unincorporated businesses due. 
Quarterly installment of public utility 

privilege taxes due. 


January 10—— 
Brewers’ and beer distillers’ 
taxes due. 
Winery and distillery 
due. 
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January 15—— 
Sales tax reports and payments due. 


January 20—— 
Public utilities’ 


January 30——- 


Gasoline tax reports and payment due. 

Manufacturers’ reports and payment oi 
business and occupation tax due. 

Quarterly reports and payments of busi- 
ness and occupation tax due. 

Retail sales tax returns due. 


special assessment due. 


WISCONSIN 


January 1 


Beer tax reports due. 
Motor carriers’ quarterly tax due. 


aN 


, le Di 


January 10 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


January 20 
Gasoline tax reports and payment due. 
Privilege dividend report and payment due 
Real estate taxes (1st installment) due. 


WYOMING 
January 1 


Motor vehicle registration renewals due. 


January 10—— 


Carriers’ gasoline tax reports due. 


January 15—— 

Dealers’ gasoline tax reports due, 

Monthly gasoline tax and report due. 

Motor carriers’ report and compensatory 
fees due. 

Quarterly sales and use tax returns when 
monthly returns do not exceed $10. 

Sales tax and payment due. 

Use tax reports and payment due. 

Wholesalers’ gasoline tax reports due. 


January 31 
Coal miners’ reports due. 
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January 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. For Decem- 
ber, as for any last month of a quarter, 
employer may, at his election, include 
with his quarterly return on Form W-1, 
due on or before January 31, direct re- 
mittance to the collector of amount 
withheld during the last month of the 
quarter. 


January 15—— 


Final payment of 1946 estimated tax due 
from individuals who have previously 
made declarations. Full payment is due 
in the case of farmers and others who 
for the first time are required to make 
returns. If final 1946 return is filed on 
or before this date and full tax is paid, 
no amended estimate for that year (or 
first estimate by a farmer) is necessary. 


Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on October 31. 
Forms 1120, 1121, and 1041. 

Return of stamp account by brokers, deal- 
ers in securities, etc., due for December. 
Form 828. 

Due date, by general extension, of returns 
for year ending July 31 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of account abroad; (4) do- 
mestic corporations whose principal 
income is from sources within the pos- 

sessions of the United States; and (5) 










a 


CHICAGO TAX CLUB ELECTS 1947 OFFICERS 


The Chicago Tax Club, claimed to be the oldest organization of corporation 


American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States, Forms: (1), Form 1065; 
(2)-(4), Forms 1120 and 1121; (5) 
Form 1040. 


Due date, by general extension, of nontax- 
able returns for fiscal year ending Au- 
gust 31, in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957. 

Due date for monthly statement and 
record of depositaries on sale of stamp 
tax stamps. 





January 31 
Returns for excise taxes due for Decem- 


ber. Forms 726, 727, 728, 728(a), 729, 
932. 

Due date for last quarterly return and 
payment (by depositary receipts or 
cash) of taxes withheld by employers 
during the preceding quarter. Form 
W-1, Form W-3, and triplicates of each 
Form W-2a furnished employees. 


Employers required on or before this date 
to furnish each employee with Form 
W-2, showing wages paid and amount 
of tax withheld on such wages during 
1946. 

Return due of tax withheld at source un- 
der Code Sec. 143 during last quarter 
of 1946, on corporate and government 
bond interest. Form 1012, accompanied 

by ownership certificates (Forms 1000 

and 1001). 


tax men in the United States, selected the following officers for the coming year: 
president, M. L. Rinehart, assistant secretary and general tax manager of Butler 
Brothers; first vice-president, A. L. Steinhauser, property tax manager of Mont- 
gomery Ward & Company; second vice-president, G. C. Thiele, assistant to 
vice-president of the Pullman-Standard Car Manufacturing Company; secretary, 
A. O. Turek, assistant income tax manager of Sears Roebuck & Company; treas- 
urer, O. M. Townsend, associate counsel of the Continental Casualty Company. 
The election took place at their annual meeting, November 13, in Chicago. 
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Each article appearing in TAXES during 1946 is indexed below according to 
title and author (or authors). In addition, most of the articles have been listed 
under some general subject headings, printed in boldface type in order that they 
may be easily distinguished from author-title items. 


A 


Abnormal Income from Research and De- 
velopment, by Joel Barlow and George S. 
Elpern. May, p. 448. 

Accounting 

How Long Do You Keep Your Tax 
Records? by George T. Altman. 
Feb., p. 98. 

Investor’s Tax Records, by H. Arnold 
Strangman, Dec., p. 1127. 

Is Income Tax Accounting “Good” 
Accounting Practice? by Chester M. 
Edelmann. Feb., p. 112. 

Present Deductions for Postwar Proj- 
ects, by George D. Brabson. Jan., 
p. 7. 

Tax Accounting for Bank Agency Ac- 
counts, by H. Arnold Strangman. 
Aug., p. 763. 

Advance Payments in Sale and Lease 
Transactions, by Montague Rosenberg. 
Mar., p. 243. 

Allocation of Income for Purposes of Cor- 
porate Taxation, by Nathaniel L. Gold- 
stein. Apr., p. 386. 

Altman, George T. 

Brackets Make Inflation Deflationary, 
The. Oct., p. 931. 

How Long Do You Keep Your Tax 
Records? Feb., p. 98. 

Analysis of the Kirby and Crawford Deci- 
sions, An, by Frank B. Appleman. Apr., 
p. 376. 

Apfel, S. H.—Reconversion Costs and Their 
Tax Offsets. July, p. 670. 

Appleman, Frank B.—An Analysis of the 
Kirby and Crawford Decisions. Apr., 
p. 376. 

Apportionment of Federal and State Estate 
Taxes in Connecticut, by Francis P. 
Schiaroli. Nov., p. 1086. 

Armstrong, Arthur A.—Shall We Have a 
Clifford Doctrine for Corporations? Sept., 
p. 830. 


1240 December, 1946 @ TAX ES—The Tax Magazine 





B 
Bad Debts Reserve for Banks, by Conrad 
T. Bjornlie. Aug., p. 772. 
Banks 


Bad Debts Reserve for Banks, by Con- 
rad T. Bjornlie. Aug., p. 772. 

“Rolling Over” Taxable Government 
Bonds, by S. S. Lawrence. Mar., p. 
246. 

Tax Accounting for Bank Agency Ac- 
counts, by H. Arnold Strangman. 
Aug., p. 763. 

Barlow, Joel, and Elpern, George S.—Ab- 
normal Income from Research and De- 
velopment. May, p. 448. 

Barrett, Richard F—The Section 102 Pen- 
alty. July, p. 656. 

Basic Philosophy, A, by Saul Roman. Mar., 
p. 23/. 

Basis in Tax-Free Reorganization, by Rob- 
ert S. Holzman. Aug., p. 707. 

Baxter, C. Stewart—Some Aspects of Es- 
tate Planning. Nov., p. 1077. 

Beck, David, and Gutkin, Sydney A.—Stock 
Redemptions as Taxable Events Under 
Section 115(g). Dec., p. 1172. 


Before the Supreme Court—A Review of 
Some Pending Cases, by Andrew B. 
Young. Feb., p. 144. 

Belen, Fred C., and Foley, Paul J.—Trends 


in State Taxation of Air Carriers. Dec., 
p. 1147. 
Berdon, Seymour S. 
Give Section 109 a Transfusion. July, 


p. 649. 
Memorandum on China Trade Act Cor- 
porations. Mar., p. 251. 
Bernbach, Harry A.—The Statutory Period 
on Refund Claims. June, p. 515. 
3ierman, Jacquin D—A New Deal Under 
Section 722. Oct., p. 988. 


Bizar, Leon—Future Interests—Gift Taxes. 
July, p. 621. 
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Bjornlie, Conrad T.—Bad Debts Reserve 
for Banks. Aug., p. 772. 


Blakey, Roy G.—Postwar Fiscal Policy. 
June, p. 574. 

Bloys, John V.—Sequels to the S. E. U. A. 
Case. Apr., p. 384. 

Bock, Russell S.—December 31—A Decisive 
Federal Income Tax Date. Dec., p. 1135. 

Brabson, George D.—Present Deductions 
for Postwar Projects. Jan., p. 17. 

Brackets Make Inflation Deflationary, The, 
by George T. Altman. Oct., p. 931. 

Braunfeld, Fritz L.—‘Subject to a Mort- 
gage.” May, p. 424; June, p. 557. 


Britain’s Workmanlike Budget, by Norman 
Crump. June, p. 547. 


Cc 


Can the Cash Basis of Reporting Be Justi- 
fied Now? by John K. Hulse. Feb., 
p. 139. 
Cancellation of Obligations, by Wilbur H. 
Friedman. Sept., p. 875. 
Capital Gains in the Personal Holding Com- 


pany Income, by Louis Winsten. May, 
p. 447. 
Carry-backs and Carry-overs, by J. H. 


Landman. Mar., p. 259. 


Case Analysis 

Analysis of the Kirby and Crawford 
Decisions, An, by Frank B. Apple- 
man. Apr., p. 376. 

Before the Supreme Court—A Review 
of Some Pending Cases, by Andrew 
B. Young. Feb., p. 144. 

Case Histories of Some Section 722 
Settled Claims, by Frank E. Seidman. 
jan... D. Z. 

Cases That Make 
Peter Guy Evans. 
p. 368. 

Dobson Rule Affirmed by the Kelley Case, 
The, by Robert E. Nelson. Feb., p. 
104. 

Facts and Figures on Reasonable Com- 
pensation, by Victor R. Wolder. Feb., 


Tax History, by 
Mar., p. 200; Apr., 


p. 150. 
Fezandie Case, The, by Gustave Simons. 
Jan., p. 68. 


Is Loss on Sale of Real Property Ordi- 
nary or Long-Term Capital Loss? by 
Nathaniel Silverman. Dec., p. 1154. 

“Pot O’ Gold” in the Tax Court, by 
Seymour S. Mintz. Oct., p. 940. 

Re-examination of May v. Heiner, A, by 
DuBois J. Gillette. Sept., p. 821. 

Scope of Commissioner v. Bedford Estate, 
The, by Norris Darrell. Mar., p. 266. 


Annual Index 





Sequels to the S. E. U. A. Case, by John 
V. Bloys. Apr., p. 384. 

Some Income Tax Problems of Actors, 
by Henry Cassorte Smith. Oct., p. 
947. 

Taxpayer’s First Tax Court Victory 
in Section 722, The, by J. H. Land- 
man. Oct., p. 936. 

Case Histories of Some Section 722 Settled 
Claims, by Frank E. Seidman. Jan., p. 2. 

Cases That Make Tax History, by Peter 
Guy Evans. Mar., p. 200; Apr., p. 368. 

Chief Counsel’s Office, The, by Harry W. 
Stelle. Mar., p. 238. 

Commentary on Relief Provisions, A, by 
Douglas I. Mann. July, p. 659. 

Community Estates, by M. N. Friedland. 
Mar., p. 194. 

Community Estates Problems, by M. N. 
Friedland. Apr., p. 361. 

Congress’ Man of Tax Facts, by Larston 
Dawn Farrar. June, p. 533. 

Consumption of Fixed Assets, by L. H. Son- 

derman. July, p. 616. 

Corporate-Stockholder Dealings Creating 
Personal Holding Companies, by Stan- 
ley Richard. Nov., p. 1065. 

Cowan, Alvin Randall—Taxability of Cor- 
porate Distributions of Earnings and 
Profits. Aug., p. 746. 


Crampton, Scott P.—Excess Profits Tax 


Relief for Pre-1940 Corporations. Mar., 
Bi Zo 
Crump, Norman. 
Britain’s Workmanlike Budget. June, 


p. 547. 
Lower Taxes in Britain Finance Na- 
tional Recovery. Apr., p. 351. 


D 


Darrell, Norris—The Scope of Commissioner 
v. Bedford Estate. Mar., p. 266. 

December 31—A Decisive Federal Income 
Tax Date, by Russell S. Bock. Dec., p. 
P135. 

Definition of Power of Appointment, A, by 
Edward T. Roehner. May, p. 478. 

Devine, James W., Jr—Loss Deductions .. . 
Where Special Relationships or Agree- 
ments Exist. Dec., p. 1170. 

Diaraond, Z. N.—Problems of Proof and 
Procedure Under Section 722. June, p. 
579. 

Dobson Rule Reaffirmed by the Kelley Case, 
The, by Robert E. Nelson. Feb., p. 104. 


Does the 1945 Revenue Act Penalize Your 
Business Form? by V. Downing Edwards. 
May, p. 418. 
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Edelmann, Chester M.—Is Income Tax 
Accounting “Good” Accounting Practice? 
Feb., p. 112. 

Edwards, V. Downing—Does the 1945 Rev- 
enue Act Penalize Your Business Form? 
May, p. 418. 

Eisenstein, Louis—Modernizing Estate and 
Gift Taxes. Sept., p. 870. 

Elpern, George S., and Barlow, Joel—Ab- 
normal Income form Research and De- 
velopment. May, p. 48. 

Employee Benefit Plans 

Income Taxes on Beneficiaries of Pen- 
sion and Profit-Sharing Plans, by 
William R. White. May, p. 480. 

Perpetuities and Pension Trusts, by 
Christian Marius Lauritzen, I1. June, 
p. 519. 

Essentials of State Assessment Supervision, 
by Archie B. Goodman. Nov., p. 1049. 

Estate and Gift Taxes 

Apportionment of Federal and State 
Estate Taxes in Connecticut, by Francis 
P. Schiaroli. Nov., p. 1086. 

Community Estates, by M. N. 
land. Mar., p. 194. 

Community Estates Problems, by M. N. 
Friedland. Apr., p. 361. 

Future Interests—Gift Taxes, by Leon 
3izar. July, p. 621. 
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Fried- 


by Montague Rosenberg. Oct., p. 965. 

Modernizing Estate and Gift Taxes, by 
Louis Eisenstein. Sept., p. 870. 

New Problems Under Section 126 in 
Income and Estate Taxes, by Abra- 
ham S. Guterman. July, p. 633. 

New Reverters Regulations, The, by 
Robert E. Nelson. Sept., p. 848. 

“Pot O’ Gold” in the Tax Court, by 
Seymour S. Mintz. Oct., p. 940. 

Prorating the Federal Estate Tax 
Among Life Insurance Beneficiaries, 
by Edward N. Polisher. Feb., p. 172. 

Some Aspects of Estate Planning, by 
C. Stewart Baxter. Nov., p. 1077. 

What Is a Gift? by Herbert Rand. 
Apr., p. 382. 

Evans, Peter Guy—Cases That Make Tax 
History. Mar., p. 200; Apr., p. 368. 
Excess Profits Tax—See Section 722 

Abnormal Income from Research and 
Development, by Joel Barlow and 
George S. Elpern. May, p. 448. 

Excess Profits Tax Controversies, by 
J. K. Lasser. Apr., p. 340. 


How Section 721 Relief Affects Your 
1946 Credit Carry-back, by Paul Si- 
Sept., p. 852. 


mon, 


Judicial Review of Excess Profits Tax 
Cases, by Clarence N. Goodwin 
Nov., p. 1029. 

Manufacturers Can Get Relief, by Pau 
D. Seghers. June, p. 538. 

Missing Link In Relief Cases, The, by 
Gustave Simons and William J] 
Shultz. Sept., p. 803. 

Excess Profits Tax Controversies, by J. K 
Lasser. Apr., p. 340. 

Excess Profits Tax Relief for Pre-1940 Cor 
porations, by Scott P. Crampton. Mar. 
p. Z5l. 

Excessive Treatment of Excessive Compen 
sion, An? by James C. Thompson. Nov., 
p. 1066. 

Exchanging Property for Stock, by Malverr 
B. Fink. Nov., p. 1069. 


F 
Facts and Figures on Reasonable Compen 
sation, by Victor R. Wolder. Feb., p. 150 


Fallon, Perlie P.—Justice Holmes’ Influence 
on Current Tax Law. Feb., p. 168. 

Family Income and Federal Taxation, by 
Stanley S. Surrey. Oct., p. 980. 

Family Partnerships, by Reuel L. Olson 

Aug., p. 743. : 


Farrar, Larston Dawn 


Congress’ Man of Tax Facts. June 
Dp. 53d. 

Man Behind the Budget, The. Jan... 
p. BS. 

Man With the $8,000,000,000 Question, 
The. Aug., p. 719. 

Technical Sergeant Ist Class. Nov., p 
1058. 


Federal Tax Liens on Exempt Property, b) 
Montague Rosenberg. Aug., p. 761. 

Federal Tax Problems Arising Upon a 
Partner’s Death, by Paul Simon. Jan... 
p. 50. 

Fezandie Case, The, by 
Jan., p. 68. 

Fink, Malvern B.—Exchanging Property 
for Stock. Nov., p. 1069. 

Foley, Paul J.—Fraud and Evasion. 


p. 1034. 

Foley, Paul J., and Belen, Fred C.—Trends 
in State Taxation of Air Carriers. Dec., 
p. 1147. 

Foosaner, Samuel J. 

Tax Technique in Preparation of Wills 
and Trusts, The. June, p. 562. 

Your Reconversion Tax Problems. 
p. 887. 

Forgotten Men of Taxes, The, by Victor R 
Wolder. Oct., p. 970. 
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Forster, Richard H.—Partnerships and Life 
Insurance. Feb., p. 170. 
“raud and Evasion, by Paul J. Foley. 
p. 1034. 
‘reyburger, Walter D.—Income Tax on An- 
nuity Payments. Sept., p. 859. 
Friedland, M. N. 
Community Estates. Mar., p. 194. 
Community Estates Problems. Apr., 
p;. 301. 
‘riedman, Wilbur H.—Cancellation of Ob- 
ligations. Sept., p. 875. 
rom a Tax Man’s Scrap Book, by Philip 


Nov., 


Galitzer. Dec., p. 1203. 
‘uture Interests—Gift Taxes, by Leon 
Bizar. July, p. 621. 


G 


ralitzer, Philip—From a Tax Man’s Scrap 
Book. Dec., p. 1203. 

.erman National Taxation, by 
Ledley. Dec., p. 1206. 

ift Taxes on Estates by the Entireties, by 
Montague Rosenberg. Oct., p. 965. 
rillette, DuBois J—A Re-examination of 
May v. Heiner. Sept., p. 821. 

rive Section 109 a Transfusion, by Seymour 
S. Berdon. July, p. 649. 

roldring, Kalman A.—The ‘Taxation of 
Economic Control. Aug., p. 751. 
roldstein, Nathaniel L.—Allocation of In- 
come for Purposes of Corporate Taxa- 
tion. Apr., p. 386. 

;roodman, Archie B.—Essentials of State 
Assessment Supervision. Nov., p. 1049. 
rood Will in Federal Income Taxation, 1913 
to 1946, by Harry W. Wolkstein. Dec., 

p. 1158. 
Goodwin, Clarence N.—Judicial Review of 
Excess Profits Tax Cases. Nov., p. 1029. 
rrant, John L.—Interest Assessments on 
Foreign Tax Credit Adjustments. May, 
p. 470. 
iruneberg, Curt 
Returning Veteran as a Dependent, The. 
Mar., p. 234. 
Tax-Saving Suggestion on Your Next 
Automobile, A. May, p. 468. 
ruterman, Abraham S.—New Problems 
Under Section 126 in Income and Estate 
Taxes. July, p. 633. 
iutkin, Sydney A., and Beck, David—Stock 
Redemptions as Taxable Events Under 
Section 115(g). Dec., p. 1172. 


Ralph G. 


H 


Holzman, Robert S. 
Basis in Tax-Free 
Aug., p. 707. 


Reorganizations. 


Annual Index 


Impact of the War’s End on Section 
102. Jan., p. 24. 

How and When to Deduct Disputed Tax 

Items, by A. Allen Simon. May, p. 461. 


How Life Insurance Helps © Conserve 
Estates, by Charles A. Morehead. July, 
p. 663. 

How Long Do You Keep Your Tax Records? 
by George T. Altman. Feb., p. 98. 

How New Regulations Affect the Clifford 
Case, by Henry Cassorte Smith. July, p. 
624. 

How Section 721 Relief Affects Your 1946 
Credit Carry-back, by Paul Simon. Sept., 
p: 852; 

Hulse, John K.—Can the Cash Basis of Re- 
porting Be Justified Now? Feb., p. 139. 


I 


Impact of the War’s End on Section 102, 
by Robert S. Holzman. Jan., p. 24. 

Income Tax Convention Between the United 
States and Great Britain, by George R. 
Sherriff. Aug., p. 765. 

Income Tax on Annuity Payments, by 
Walter D. Freyburger. Sept., p. 859. 

Income Tax Regulation of Trusts, The, by 
J. S. Seidman. June, p. 549. 


Income Taxes on Beneficiaries of Pension 
and Profit-Sharing Plans, by William R. 
White. May, p. 480. 


Insurance 

How Life Insurance Helps Conserve 
Estates, by Charles A. Morehead. 
July, p. 663. 

Income Tax on Annuity Payments, by 
Walter D. Freyburger. Sept., p. 859. 

Partnerships and Life Insurance, by 
Richard H. Forster. Feb., p. 170. 

Prorating the Federal Estate Tax Among 
Life Insurance Beneficiaries, by Ed- 
ward N. Polisher. Feb., p. 172. 

Tax Problems of Section 204 Insurance 
Companies, by Charles W. Tye. Feb., 
p. 109. 

Interest Assessments on Foreign Tax Credit 
Adjustments, by John L. Grant. May, p. 
470. 

Intergovernmental Tax Immunities, by Ralph 
S. Rice. Mar., p. 280. 

International Double Taxation 

Income Tax Convention Between the 
United States and Great Britain, by 
George R. Sherriff. Aug., p. 765. 

Interest Assessments on Foreign Vax 
Credit Adjustments, by John L. Grant 
May, p. 470. 
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Taxation of Business Income from Foreign 
Sources, The, by George F. James. Dec., 
p. 1182. 

Inter-Vivos Trusts and the New Treasury 
Decisions, by Joseph S. Platt. Aug., p. 
tae. 

Investor’s Tax Records, by 
Strangman. Dec., p. 1127. 
Is Income Tax Accounting “Good” Ac- 
counting Practice? by Chester M. Edel- 

mann. Feb., p. 112. 

Is Loss on Sale of Real Property Ordinary 
or Long-Term Capital Loss? by Nathaniel 
Silverman. Dec., p. 1154. 


H. Arnold 


J 


James, George F.—The Taxation of Busi- 


ness Income from Foreign Sources. Dec., 
p. 1182. 
January 1—A Tax Barrier, by Edward 


Roesken. Dec., p. 1140. 

Judicial Review of Excess Profits Tax 
Cases, by Clarence N. Goodwin. Nov., 
p. 1029. 


Justice Holmes’ Influence on Current Tax 
Law, by Perlie P. Fallon. Feb., p. 168. 


K 


Kalbfleish, A. H—A Postwar Social Security 
Plan. Mar., p. 224. 


L 


Landman, J. H. 
Carry-backs and Carry-overs. 
259. 

Taxpayer’s First Tax Court Victory in 
Section 722, The. Oct., p. 936. 
Lasser, J. K.—Excess Profits Tax Contro- 

versies. Apr., p. 340. 
Lauritzen, Christian Marius, II1—Perpetui- 
ties and Pension Trusts. June, p. 519. 


Lawrence, S. S.—‘‘Rolling Over” Taxable 


Mar., p. 


Government Bonds. Mar., p. 246. 
Lawyer’s Dilemma, The, by Milton S. 
Schiller. Sept., p. 837. 


Ledley, Ralph G.—German National Tax- 
ation. Dec., p. 1206. 

Lerner, Louis—When is One a Real Estate 
Dealer? July, p. 645. 

Life of a Tax Case, The, by Henry Schin- 
dall. Oct., p. 968. 

Loss Deductions . . . Where Special Rela- 
tionships or Agreements Exist, by James 
W. Devine, Jr. Dec., p. 1170. 
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Lower Taxes in Britain Finance National 


Recovery, by Norman Crump. 
351. 


Apr., p. 
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Man Behind the Budget, The, by Larston 
Dawn Farrar. Jan., p. 38. 

Man With the $8,000,000,000 Question, The, 
by Larston Dawn Farrar. Aug., p. 719. 

Mandell, Solomon S.—Property Received 
in Liquidation. Sept., p. 865. 

Mann, Douglas I—A Commentary on Re- 
lief Provisions. July, p. 659. 

Manufacturers Can Get Relief, by Paul D. 


Seghers. June, p. 538. 
Margulies, William—New Jersey's New 


Corporation Tax. Jan., p. 42. 

McClure, John E.—Taxation of the Income 
of Inter-Vivos Trusts. Aug., p. 722. 

Memorandum on China Trade Act Cor- 
porations, by Seymour S. Berdon. Mar., 
p. 251. 

Mero, J. M.—Tax Problems of Dealers 
Selling Personal Property on Installment 
Plan. July, p. 653. 

Mintz, Seymour S.—“‘Pot O’ Gold” in the 
Tax Court. Oct., p. 940. 

Missing Link in Relief Cases, The, by 
Gustave Simons and William J. Shultz. 
Sept., p. 803. 

Modern Techniques in the Practice of Tax 
Law, by Gustave Simons. Apr., p. 330. 
Modernizing Estate and Gift Taxes, by 

Louis Eisenstein. Sept., p. 870. 

Morehead, Charles AA—How Life Insurance 
Helps Conserve Estates. July, p. 663. 

Municipal Income, Sales and Use Taxes, by 
Edward Roesken. Oct., p. 972. 
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Nelson, Robert E. 
Dobson Rule Reaffirmed by the Kelley 


Case, The. Feb., p. 104. 
New Reverters Regulations, The. Sept., 
p. 848. 


New Deal Under Section 722, A, by Jacquin 
D. Bierman. Oct., p. 988. 

New Jersey’s New Corporation Tax, by 
William Margulies. Jan., p. 42. 

New Problems Under Section 126 in In- 
come and Estate Taxes, by Abraham S. 
Guterman. July, p. 633. 

New Reverters Regulations, The, by Robert 
E. Nelson. Sept., p. 848. 

New Trust Regulations Under the Clifford 
Doctrine, The, by Edward N. Polisher. 
Apr., p. 352. 

“Net” Salaries—A Poor Risk, by Harold 
C. Wilkenfeld. Dec., p. 1150. 
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Olson, Reuel L.—Family Partnerships. 
Aug., p. 743. 
Pp 
Partnerships 
Family Partnerships, by Reuel L. Olson. 
Aug., p. 743. 
Federal Tax Problems Arising Upon a 
Partner’s Death, by Paul Simon. 
Jan., p. 50. 
Lawyer’s Dilemma, The, by Milton S. 
Schiller. Sept., p. 837. 


Partnerships and Life Insurance, by 
Richard H. Forster. Feb., p. 170. 
Partnerships and Life Insurance, by Richard 
H. Forster. Feb., p. 170. 
Perlstein, Alfred S.—Transferee Liability. 
June, p. 552. 
Perpetuities and Pension Trusts, by Chris- 
tian Marius Lauritzen, II. June, p. 519. 
Personal Holding Companies 

Capital Gains in the Personal Holding 
Company Income, by Louis Winsten. 
May, p. 447. 

Corporate-Stockholder Dealings Creat- 
ing Personal Holding Companies, by 
Stanley Richard. Nov., p. 1065. 

Platt, Joseph S.—I/nter-Vivos Trusts and the 


New Treasury Decisions. Aug., p. 733. 
Polisher, Edward N. 

New Trust Regulations Under the 

Clifford Doctrine, The. Apr., p. 352. 


Prorating the Federal Estate Tax Among 
Life Insurance Beneficiaries. Feb., 
p, 172. 
Postwar Fiscal Policy, by Roy G. Blakey. 
June, p. 574. 
Postwar Social Security Plan, A, by A. H. 
Kalbfleish. Mar., p. 224. 
“Pot O’ Gold” in the Tax Court, by Sey- 
mour S. Mintz. Oct., p. 940. 
Potential State Taxes v. Potential Markets, 
by Edward Roesken. Jan., p. 33. 
Present Deductions for Postwar Projects, 
by George D. Brabson. Jan., p. 17. 
Problems of Proof and Procedure Under 
Section 722, by Z. N. Diamond. June, p. 
579. 
Property Factor in State Franchise Taxa- 
tion, The, by Edward Roesken. Nov., p. 
1043. 
roperty Factor in State Income Tax AIl- 
location, The, by Edward Roesken. May, 
p. 473. 


Property Received in Liquidation, by Solomon 
S. Mandell. Sept., p. 865. 


Prorating the Federal Estate Tax Among 
Life Insurance Beneficiaries, by Edward 
N. Polisher. Feb., p. 172. 


Annual Index 
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Rand, Herbert—What Is a Gift? 
382. 

Raymond, F. I.—A Suggestion for the Double 
Taxation Problem. Oct., p. 956. 

Real-Estate Tax Problems, by Harry B. 
Sutter. Jan., p. 59. 

Recapitalization, by Paul Edgar Swartz, 
Mar., p. 208. 

Reconversion Costs and Their Tax Offsets, 
by S. H. Apfel. July, p. 670. 

Re-examination of May v. Heiner, A, by 
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NEW FORM 1120 


F ORM 1120, the United States corporation income tax return for 1946, has just 
been released. Some changes from last year’s form have been made. The 
form has been revised to omit all references to excess profits tax and declared 
value excess-profits tax. The new form reflects the changes in the surtax rates. 
The section in Form 1120 for 1945 (Lines 29-50) pertaining to regulated invest- 
ment companies has been deleted. Tax computation appears on page 3, rather 
than page 2, and itemization of deductions now appears on page 2. 

The balance sheet appearing in schedule “L” has been revised to provide for 
itemization of inventories on the form. Additions were also made in the recon- 
ciliation schedule to account for special improvement taxes, replacements, re- 
newals, and capital expenditures charged as expenses, insurance premiums paid 
on the life of an officer or employee, interest incurred in buying exempt obligations 
and other adjustments for tax purposes not appearing on the company’s books. 

Reference to government contracts in the “Questions” section has been taken 
out, but a new question has been added on whether the corporation is a farmers’ 
marketing or purchasing cooperative association, or a consumers’ cooperative 
association. The “stabilization” question has been rewritten to require information 
as to wage or salary rate changes which required approval or new rates which 
required approval. 

Another addition in the “Questions” section, which may cause more concern 
than any of the others, is question 8, which reads, “If the total of Line 1 of 
Schedule M, page 4 [total distributions to stockholders charged to earned surplus 
during the taxable year] is less than 70% of the earnings and profits for the 
taxable year, state reasons for retention of such earnings and profits.” This 
question is aimed at the improper accumulation of surplus under Section 102, 
which provides an additional tax upon the net income of corporations formed or 
utilized for the purpose of enabling the shareholders to avoid the surtax on 
individuals. 

The instructions relating to question 8 state that the Section 102 surtax “is 
not to be applied to the accumulations of earnings for the reasonable needs of the 
business if the purpose of such accumulations is not to prevent the imposition 
of surtax upon the shareholders. The new Form 1120 affords an opportunity to 
indicate the business needs, legal requirements, or other reasons for the retention 
of such earnings.” 

The amount of the earnings available for dividends is generally the taxable 
net income plus the nontaxable income reduced by the unallowable deductions. 
For the purpose of answering question 8, the amount of earnings and profits avail- 
able for dividends may be determined by subtracting from the total of the adjusted 
net income and nontaxable and partially exempt income, the unallowable deduc- 
tions, including federal income and profits taxes. 
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LETTERS (Continued from page 1122) 





ion of excess profits net income. It is 
iefined in Section 22 (a), which places upon 

a fixed meaning applicable without varia- 
ion (except when specifically provided, as 
in Section 721) under all sections and sub- 
chapters of the Code. Therefore, when 
‘ection 721 permits the exclusion of net 
normal income from gross income, it fol- 
ws that such item must be excluded for all 
1 urposes in computing the alternative tax 
under Subchapter E. Thereafter, excess 
;rofits net income (for excess profits tax 
purposes) stems from a normal tax net 
iicome determined after exclusion of such 
net abnormal income from gross income. 
| ikewise, the unused excess profits credit 
i» the excess of the excess profits credit 
for the year over the excess profits net in- 
come for the year computed after exclusion 
from gross income of net abnormal income 
attributable to other years. 


This reasoning raises one further ques- 
tion: Cannot the exclusion of net abnormal 
iiicome from gross income affect the amount 
of the net operating loss deduction in com- 
puting the alternative excess profits tax 
under Subchapter E? Consider the follow- 
ing example: 

The taxpayer corporation has net income 
for the current excess profits year of 
$50,000 and an excess profits credit of 
$25,000. The net income results from a net 
loss from manufacturing operations amount- 
ing to $50,000 which has been absorbed by 
gross income received as royalties on pat- 
ents amounting to $100,000, leaving the net 
income of $50,000. The royalties are net 
abnormal income as defined in Section 721 
(a) (2) (C), all of which is attributable to 
other years. 


For purposes of the alternative computa- 
tion under Section 721, the unused excess 
profits credit is $25,000. Since the net 
abnormal income of $100,000 has been ex- 
cluded from gross income, the excess profits 
net income for the year (for computing the 
alternative tax) is a loss of $50,000. Since 
the exclusion of net abnormal income arises 
at the point of computing gross income 
under Section 22 (a), is it not effective (for 
purposes of computation of taxes under Sub- 
chapter E by the alternative method pro- 


——————— 





vided by Section 721 (b)) at the time of 
application of Section 122 (a), which states 
that “net operating loss” means the excess 
of deductions over gross income? When 
we arrive at the point of computing the 
alternative excess profits tax, does not Sec- 
tion 721 (c) authorize us to proceed as if 
the net abnormal income attributable to 
other years is excluded from the meaning of 
gross income for the year as defined in Sec- 
tion 22 (a) or as if it were defined as a 
specific exclusion from gross income by 
Section 22 (b)? 

The carry-back of an unused excess 
profits credit or net operating loss computed 
in this manner is applicable only in a com- 
putation under Section 721 (c) (1). Sec- 
tion 721 (c) (1) is applicable only in deter- 
mining the excess profits tax for the current 
year. Therefore, it can not be used to 
increase the refund of a prior year’s taxes 
due to the carry-back of an unused excess 
profits credit or net operating loss of the 
current year. However, unused excess 
profits credit and net operating losses, de- 
termined after excluding net abnormal in- 
come attributable to other years, can be 
carried back to other years in determining 
that part of the tax for the current year 
which is described in Section 721 (c) (2). 
When so used, they will diminish the in- 
crease in the taxes for the previous taxable 
years which “would have resulted if, for 
each previous taxable year to which any 
portion of such net abnormal income is at- 
tributable, an amount equal to such portion 
had been included in the gross income for 
such previous taxable year.” 


Such carry-backs can not result in the 
reduction of any previous year’s tax, but 
they may reduce the current year’s tax sub- 
stantially. 

With the remaining portions of Mr. 
Segher’s letter, I agree. Mr. Simon at- 
tempts to find support in Section 26 (e) for 
a means of determining the amount of in- 
come subject to excess profits tax which is 
entirely different from the method specif- 
ically prescribed by Section 26 (e) for ap- 
plication in computations under Section 721. 
Cuicaco, ILLINOIS 

Fray L. Murpuy 
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